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Preface 


Many years' experience in teaching economics to beginners at 
Yale University has taught us the importance o£ the textbook and 
has led us to certain definite convictions as to the type of text best 
calculated to serve the purpose of helping college students to a 
knowledge of the fundamental facts and principles of the economic 
world in which they live. That is the sole purpose of this book. 
It is not written for the edification of the mature student of eco-. 
nomics. It is strictly a book for beginners and the teachers of 
beginners. 

Adherence to this purpose has indicated certain rules for our 
guidance and imposed certain restrictions upon us. As a rule the 
treatment has been confined to topics upon which the science of 
economics may fairly be said to have reached definite conclusions. 
Occasionally, when this rule could not be followed, we have stated 
— somewhat dogmatically perhaps — ^what we consider sound con- 
clusions as to subjects upc^n which there may be real difference of 
opinion among economists of authority. In a few cases we have 
undertaken an impartial summary of considerations upon the two 
sides of some unsettled current issue, but as a rule w^ dp not 
believe that the beginning student profits greatly from that type of 
discussion which merely presents arguments on both sides of a 
controversial question and leaves him to draw his own conclusions. 
Such matters belong in the more advanced courses. There is plenty 
of material to occupy fully the elementary course in economics 
without penetrating far into those frontier regions where economic 
science has not yet reached fairly definite conclusions. 

This limitation of the field makes easier the strictly scientific 
treatment to which we have sought to adhere. Our purpose is <o 
present the facts and the principles of economics — to disclose the 
truth. With the ethical or moral problems which arise upon this 
economic foundation we are not concerned, except only as prevail- 
ing judgments upon such matters may themselves become the 
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subject matter of ! scientific economic inquiry. Our purpose is to 
aid the student tc^ discover how things are, not how they ought to 
be. We have no c^e to establish, and we offer no propaganda. 

Addressed as iti is to beginning students, this is essentially an 
elementary book. | We have sought to spare the student the co^n- 
fusion that corned from taking for granted knowledge which he 
cannot fairly be assumed to possess; and the treatment is corre- 
spondingly elementary. We have sought, by giving care to such 
things as defini'ticfn of technical terms, sequence of topics, and sim- 
plicity of style, enable the beginning student to follow the 
discussion witho^it undue diiHiculty. It is not to be denied that 
certain parts of the subject of economics are difficult. We have 
made no attempt) to escape such difficulties, either by avoiding the 
hard topic or gassing it over with a superficial discussion. Rather 
have we relied ijpon simple and elementary treatment to remove 
unnecessary causes of confusion, in the belief that so presented 
these topics wiKjnot prove beyond the capacity of the student. 

The plan of t^e book has dictated the continuous combination 
of theoretical aijialysis with historical narrative and discussion of 
practical probleijns. It is our conviction that this is a sound peda- 
gogical rule for ian elementary treatise. Theory must be illustrated 
and justified by showing its relation to practical affairs; facts must 
be made significant and interesting by showing their conformity 
to general princjiples. “Theory"' and “practice"' should, we believe, 
go always hand I in hand. 

It is teday qjiite generally recognized that the average college 
student does ncjt possess that knowledge of the economic environ- 
ment which is ijiecessary as a foundation for the study of economic 
principles and |problems. A section (Chapters I~V) devoted to the 
study ol the mpdern economic organization and its development, 
stressing the cojoperative nature of modern society and the impor- 
tance of price is a motivating force, is therefore made an integral 
part of this bcjok. 

The exercises which will be found at various points do not con- 
foi-m to any ri^id rule^ They have been introduced only at those 
points where ij; was felt that they would contribute substantial aid 
to the studentj in his effort to grasp the principles expounded in 
the preceding! text or would give useful training in economic 
reasoning. Thjese problems are obviously illustrative rather than 
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comprehensive, and the teacher can readily modify or expand them 
or ask the student himself to construct similar ones. 

At the end of the book will be found a classified list of books 
which are suggested for the student's further reading. This list is 
of course not comprehensive, and it does not embrace works of 
a ffighly advanced or specialized or technical nature. It is in- 
tended merely to present for the choice of the student certain 
books which he will find interesting and profitable reading in 
connection with his first study of economics. 

These in brief are the more important principles which have 
guided us in harmony with our aim to give to those students who 
may not pursue the study of economics further a broad knowledge 
and understanding of the economic world of today and to others a 
firm foundation for their further study of economics and allied 
subjects. It is in such matters as are here noted that our contribu- 
tion, if any, is to be found. 

While we have had in mind predominantly the needs^of college 
students, we are nevertheless bold enough to believe that the 
requirements thus imposed upon us will have made this book 
useful also to those more mature readers who, for any reason what- 
ever, may have need of a short elementary exposition of the funda- 
mental facts and principles of economics in the light of present-day 
knowledge. 

The present book is a shorter edition of our two-volume Ele- 
mentary Economics. It has been written in response to the demand 
for an elementary textbook in economics similar in character to 
the longer work but of length suitable for use in half-year courses 
or in those full-year courses which use a general foundation text 
followed by selected special books. As regards purpose, balance of 
topics, plan, and style, the two books are generally alike. 

During the past twenty or thirty years there has been a growing 
tendency, springing perhaps inevitably from the series of extraor- 
dinary events that crowded this period, to view with skepticism the 
principles of economics that found pretty general acceptance in 
the past, as well as a readiness on the part of many to throw these 
principles into the discard in favor of a **new economics.’* 

The prosperous years from 1922 to 1929 were regarded by not 
a few persons as having ushered in a '‘new era”, with poverty abol- 
ished and the human race lifted permanently to a level of prosperity 
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such as the miijid of man had not before conceived. Economic 
science, casting c^oubts upon the validity of this roseate dream, was 
to be cast aside in favor of the ‘‘new economics" of perpetual pros- 
perity. During the 1930's prolonged experience with adversity 
brought forth another “new economics", the economics of depres- 
sion, which enyisioned the necessity of continuous government 
spending on a |ast scale if a huge body of unemployed were not 
to be placed peij'manently on government relief. More recently the 
world-wide malkdjustments and dislocations in economic life cre- 
ated by a greaf war, together with the widespread poverty and 
insecurity that l^ave followed in its wake, have engendered in many 
minds distrust of the capacity of a system of private enterprise to 
bring order oulj of chaos and to guarantee security to the masses, 
and the econoijnics of authoritarianism or socialism has gained 
ascendency in ijnany parts of the world where once economic lib- 
eralism and political democracy flourished. 

It is our belief that a less superficial view discloses the prevailing 
body of econorpic doctrines as competent not only to explain the 
economic evenils of the recent past — ^whether of prosperity or ad- 
versity or post\^ar dislocation — but also to serve as a guide out of 
the economic Confusion that grips the wwld today. We further 
believe that tl^ie basic principles of economics demonstrate the 
validity of the system of free enterprise, limited only by such gov- 
ernment controls as are required to preserve it and make it work. 
It is in this spirit that the present edition has been prepared. 

The fpllowiijig are some of the more important changes in this 
third edition. The chapters on price have been thoroughly re- 
worked and rearranged, in some part to incorporate advances in 
theoretical knowledge, but in large measure to achieve greater 
simplicity and clarity of exposition. The chapters on banking have 
been recast in order to place greater emphasis on the way the 
banking system operates today. The chapters on government finance 
and taxation have* been largely rewritten to deal more searchingly 
with prevailing ideas and policies bearing on the distribution of the 
tax burden and to recognize the increasing importance given to 
this phase of «^conomic life by the depression and the second World 
War. Although the substance of the chapters dealing with the 
distribution of income have not been materially changed, the 
method of prpentation has been considerably altered in an effort 
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to achieve greater unity in the laws of distribution. An entirely new 
chapter, The Problems of American Agriculture^ has been added, 
and four others, though replacing some discussion of the corre- 
sponding subjects in the revised edition of 1940, are practically 
new: these are the chapters on Principles of Taxation, Interregional 
Tmde and Investment, Contemporary International Monetary 
Problems, and Transportation, Finally, the entire book has 1>een 
brought up to date with respect to statistics and all statements of 
fact. 

In the prefaces to previous editions we have recorded the names 
of colleagues both at Yale University and at other institutions to 
whom we are indebted for assistance generously given in the prepa- 
ration of various portions of this book, and we would once again 
acknowledge our gratitude to them, for their influence still lives 
in these pages. At this point however we shall not record again 
the names and specific contributions of those who have assisted us 
in past years, but rather refer the interested readei; to the preface 
to the previous edition. 

In the preparation of this edition we have called on many 
authorities in varied fields to help us, and it is a pleasure to express 
our gratitude to the following who have collaborated with us in an 
attempt to make this a more useful introduction to the study of 
economics. Professor Lloyd G. Reynolds, of Yale University, read 
and criticized the chapters on price, made special contribution to 
the treatment of price under imperfect competition, and rendered 
valuable assistance in the revision of the labor chapters.^ 

Professor Arthur D. Gayer, of Queens College, contributed 
numefous useful suggestions for the revision of the chapters on 
money and banking. 

Professor Michael A. Heilperin, formerly Associate Professor of 
Economics at Hamilton College, performed the major part of the 
task of revising the chapters on interregional trade and contempo- 
rary international monetary problems. 

Professor R. G. Bressler, Jr., of the University of Connecticut, 
and the late Dr, Alan MacLeod, of the New England Research 
Council on Marketing and Food Supply, provided the substance of 
the chapter on American agriculture. 

Professor Kent T, Healy, of Yale University, contributed the 
material for the revised chapter on transportation, and Professor 
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Joe S. Bain, of the University of California, for the chapter on 
government regulation of industry and trade. 

The authors are particularly pleased to acknowledge their in- 
debtedness to Professor Benjamin P. Whitaker, of Union College, 
for invaluable assistance in preparing copy for this revised and 
enlarged edition. Professor Whitaker assumed the task of incorpo- 
rating into this revision the major changes which are to be found 
in the new fifth edition of our two-volume Elementary Economics. 
Certain sections of the book, designed to take account of the most 
recent statistical data and the latest developments in governmental 
policy, were prepared by him. Without his collaboration the ma- 
terials for the book could not have been made ready for publica- 
tion at this time. 

Professor Whitaker’s effort, moreover, was not one of editorship 
only, for he made many contributions to the thought as well as 
the form of this book. 

We record also our indebtedness to Mr. Alfred E. Bobst, Jr., who 
ably served as Professor Whitaker’s assistant. 

It is to be understood that, in spite of the valuable contributions 
of these other economists, the authors assume full responsibility for 
everything in this book. 

Fred Rogers Fairchild 
Edgar Stevenson Furniss 
Norman Sydney Buck 

New Haven, Connecticut 
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ECONOMICS 




CHAPTER I 


Foundations of the Science of Economics 

Human wants: Number and variety. Those activities of mankind 
to which we ascribe the adjective “economic” and whose investi- 
gation calls for a science of economics are the consequence of two 
fundamental facts of nature; the one relates to the character of 
man himself; the other has to do with the natural environment in 
which man lives. 

Organically man is an animal, one of the innumerable species of 
living things that populate the earth. Countless ages of evolution 
have brought man and all these other forms of life to their present 
state as separate species and their present equilibrium among them- 
selves as sharers of the earth. It is especially to be noted that the 
process of evolution, while throwing man into the common strug- 
gle for existence, has developed in him certain characteristics which 
set him in a class apart from all other living things. Such peculiar- 
ity appears as soon as we give attention to the things that are 
desired by men. 

In the earliest and simplest stage of evolutionary development, 
it is true, we seem to find nothing to distinguish man from the 
lower animals. In common with all forms of animal life, mah has 
certain* organic needs which must be met or he will die. He must 
have food and water, and air to breathe. His bodily temperature 
must be constantly maintained within very narrow limits, and he 
must, therefore, be protected from extremes of cold and heat by 
appropriate clothing and shelter. To protect himself against the 
attack of natural foes, man must have the means of defense or 
escape. These are fundamental organic needs, and the simplest 
means appropriate to meet them are called “necessities, employ- 
ing the narrowest sense of this somewhat overworked term. 

But, beyond this simplest stage, we recognize immediately a most 
significant difference between man and the lower animals. The 
latter are satisfied when the necessities of life are met. W^ith man 
the necessities are only the beginning. No sooner are they met than 

1 
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he reaches out for the satisfaction of other wants, for the ‘‘comforts 
and luxuries.” Even the means whereby modern men satisfy the 
fundamental organic needs have passed far beyond the realm of 
bare necessities. This attribute of man is so fundamental to every 
phase of human life, and in particular to man's economic activ- 
ities, that we must take pains to grasp its full import even at'^the 
risk of what may at first sight appear as an elaboration of th& 
obvious. 

Food, clothing, and shelter. Food is necessary to prevent starva- 
tion, of course, but that is not what the average person is thinking 
about as he seats himself at the dinner table. He is thinking of the 
joy of eating. He studies the menu. He rejects oysters and decides 
on clams. He scans the soup list. He ponders on the choice of roasts: 
chicken, turkey, beef, lamb; and so on down through the vege- 
tables, salad, dessert, fruit, and coffee. This ceremony is something 
more than the warding off of starvation. And the same is true, 
only in lesser degree, of the simplest home table. To the original 
hunger iflstinct has been added a host of tastes and desires, so that 
we demand of food a good deal more than that it keep us alive. 
The strong desires that have developed from the drink-seeking in- 
stinct are too well known to need elaboration. Drinking is cer- 
tainly not confined to the supplying of moisture to keep the body 
alive. 

The necessity of protection from heat and cold gives rise to the 
desire for clothing. But to the modern civilized man or woman 
clothing means a good deal more than this. In buying a suit far 
more' attention is given to the pattern, the cut, the style, the fit of 
the garments than to their cold-resisting qualities. Hats,' coats, 
dresses, shoes, stockings, collars, ties, and so on down the list — how 
much of all this could be eliminated if all we wanted were protec- 
tion against the elements I 

In most climates some sort of shelter is a necessity, but the dwell- 
ings of civilized men, from ancient days down to the present, have 
been much more than this. From the humble cottage to the royal 
palace, men have sought to make of their dwellings, not mere shel- 
ters from the weather, but things of beauty, of comfort, of ostenta- 
tious display, of luxurious enjoyment. One will generally have to 
search long in the modern village or city to find any habitation 
that does not represent a craving for something beyond mere shel- 
ter. Our houses, like our clothes, are I'esponsive to vanity. They also 
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represent (often grotesquely enough, to be sure) our aesthetic 
desire for that which is beautiful. 

Other wants. The foregoing is, at best, only a beginning in listing 
the wants of mankind. Consider, for example, some of the things 
that the need of defense requires: strongly built houses, locks on 
doors and windows, protective weapons, policemen, armies and 
navies and their equipment, drugs and medicines, hospitals, jails 
and insane asylums, insurance companies. The gregarious tendency 
of mankind (the urge to work, play, and be with others) reminds us 
of the concentration of people in cities, towns, and villages, thus 
giving rise to special wants in the field of housing, transportation, 
etc. Even when people seek relaxation from their ordinary activities 
and surroundings and take vacations “in the country,"' they do not 
generally seek solitude. They require seashore and mountain hotels, 
resorts, and camps, where they can relax in company with others. ‘ 
Man has a thirst for knowledge, in its elements perhaps instinctive, 
but carrying him far beyond the promptings of mere instinctive 
curiosity. He wants books, telescopes, laboratories, schools, and 
colleges. He wants to travel and to visit new and strange scenes and 
so demands railroads, motor cars, ships, airplanes, hotels, and 
guides. He has a desire for the beautiful and so wants music and 
works of art. He enjoys sport and recreation and therefore requires 
golf clubs, baseball outfits, swimming suits, and ail the parapher- 
nalia of modern sport. 

Intermediate goods. We must also note here the fact that modern 
civilized man wants many things which are not capable of satis- 
fying directly any desire. The housewife wants a sewing machine, 
though there is obviously no satisfaction direcdy obtainable from 
the possession or use of this article. But the sewing machine will 
serve as an instrument for making and repairing the family cloth- 
ing, thus helping to satisfy a fundamental need. It is not wanted 
for itself, but as a means to the gratification of this other need. This 
is a characteristic of the whole group of things, known as instru- 
ments, tools, and machines, which make up a surprisingly large 
part of the commodities which men want and for which they strive. 
They are called “intermediate goods” and will demand further 
study in the next chapter and elsewhere in our investigation. 

Man's wants unlimited. Such an enumeration of man's wants 
might be carried to any length. Enough has been said, however, to 
bring out the important conclusion with which we are at present 
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concerned; namely, the infinite number and the bewildering variety 
of the things that modern civilized man wants. Satisfying the in- 
stinctive cravings, securing the things necessary to sustain life and 
perpetuate the race — this is only the barest beginning. We soon 
forget that sustaining life is the basis of any of our w^ants. The 
more our wants are satisfied, the wider is the horizon opening j.ip 
new and tempting vistas of wants still to be catered to. 

We are quite justified in our conclusion that man’s wants, as 
regards their number and variety, are without limit. This is the 
first of the two great facts which mark out the field of economics. 

Limited means. The second fact is that the means for the satis- 
faction of human w^ants are limited. Man can obtain very little with- 
out effort on his part. Nature may be a bountiful provider; she is in 
fact the source of everything man has or can hope to have. Some 
of the things he wants, such as air, sunlight, water, she pro\ides 
gratuitously. But after noting these few exceptions we conclude 
that nature does not generally bestow her gifts with a free hand. 
For the infinite number of things that man wants, man must work. 
Even the lower animals have to exert themselves to provide for 
their needs, and if man had been content with the sort of living 
which the lower animals thus obtain he would still be a lower 
animal himself. 

Man is always engaged in efforts to secure the things he needs 
for the satisfaction of his wants. His wants are unlimited; the 
things to satisfy them are strictly limited. There is never enough 
to go around. He struggles ceaselessly to make more plentiful the 
things he wants; he develops continually ways and means of in- 
creasing his satisfactions from what he has. 

Here is the cause of the greater part of the activities of human 
beings through all history. Man has always been chiefly engaged 
in “working for his living.” Here are also the roots of the great 
human institutions — ^law, property, the family, etc. — ^which have 
developed out of man’s struggle for the things with which to satisfy 
his wants. 

Economics: Definition. The unlimited wants of man and the 
limited means available for their satisfaction are thus the founda- 
tion stones upon which rests the structure of economic science. 
Starting with these two great premises, economics investigates the 
activities of man in his efforts to satisfy, so far as he may, his. 
limitless wants with the limited resources granted him by nature.. 
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Economics is the science of man's activities devoted to obtaining the 
material means for the satisfaction of his wants. Lest the reader 
miss the true indusiveness of this definition, he is reminded of 
what will be made dear a little later; i.e., that the “material means’" 
which serve to satisfy human wants include human beings as well as 
external objects. 

When we consider that an important part, not to say the greater 
part, of all the waking hours of most adult men and women is 
devoted in some form or other to the business of' acquiring the 
means for satifying wants, and that even the children are much 
engaged either in this same endeavor or in acquiring the education 
and training necessary to equip them to begin it a few years hence, 
we can realize that, although strictly limited by the definition, the 
field of economics is a broad one. We might proceed to catalogue , 
the many topics included and the various problems to be investi- 
gated. But a mere glance at the table of contents of this book will 
perhaps suffice to give the reader a general notion of the subject 
matter of economics. 

Economics a science. To designate economics a science not only 
imposes definite limitations on the scope of its subject matter but 
also prescribes the kind or quality of analysis involved in economic 
investigations. Broadly, a science may be defined as a body of 
knowledge in some particular field developed and arranged in an 
orderly way to show the relations existing among its facts or parts. 
Science deals with facts and their relations. Its function is limited 
to the discovery and enunciation of the relations existing among 
facts. 

It is* not the function of science to tell how things ought to be, 
to lay down moral precepts, to advocate that which is good, or to 
condemn that which is evil. Science undertakes to tell how things 
are, not how they ought to be. 

Nor is it the business of science to lay down rules for the accom- 
plishing of desired ends. That is the function ol an art. Thus the 
sciences of astronomy and mathematics provide certain facts and 
relations between them; these are employed by the art of naviga- 
tion to accomplish its desired ends. The sciences of physics and 
biology are similarly availed of by the art of medicine. 

Science is concerned only with discovering and stating the truth. 
It leaves to others the use of its results to influence public opinion 
or government action. Science neither condemns nor commends; 
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it explains. The science of astronomy furnishes the knowledge that 
enables the navigator to bring his ship into the desired port, but 
astronomy expresses no judgment as to whether the ship should 
have been brought to this port rather than somewhere else. 

In thus sharply marking out the field of science we do not imply 
that moral or ethical considerations are to be ignored by the ku- 
dent of economics. Economics isl a social science, and as such it' 
grasps as its subject matter ail attributes of man which affect his 
pursuit of the material means ^or the satisfaction of his wants. 
Among these attributes the moral and ethical notions of mankind 
are of importance and require full consideration. For example, 
the moral code of one community may dictate polygamy, while 
that of another insists upon monogamy, and these moral edicts are 
of great economic significance. The science of economics will tell 
us a great deal about the respective effects of these two systems of 
family organization, but we must never forget that economics can- 
not and does not attempt to tell whether monogamy or polygamy 
is right or wrong. ^ 

It follows that, as a science, economics does not seek to persuade 
people to accept certain beliefs or to adopt certain codes of conduct. 
In a free country like America, there are innumerable “causes’*: 
monetary reform, free trade, projective tariff, collective bargaining, 
social security, free enterprise, Economic planning, international 
cooperation, universal military training, and so on. Those who 
engage in promoting such causes are acting as advocates, not as 
scientists. 

Some fundamental concepts; Utility. We need now to acquire 
clear notions of certain fundam^tal concepts which are inherent 
in the subject matter of economics and are an essential part of the 
equipment of the student. 

Man desires those things that are able to satisfy his wants. Any- 
thing that satisfies a human waijt is useful; it has utility. Utility is 
that quality of a thing which e\iables it to satisfy a human want.. 
This definition scarcely needs elaboration or explanation. We de- 
tomine readily enough whether we want any particular thing; 
i.e., whether it is “useful** or “useless.** 

As a science, economics gives somewhat broader meanings to 
useful and utility** than are usually employed in common 

1 Cf. Walker, F. A., Political Economy, Third Edition. New York: Henry Holt 
and Company, Inc., 1888. Pp. 19-21. | 
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speech. When the economist calls anything useful, he implies noth- 
ing as to its merits in an ethical sense. A thing is useful if it can 
satisfy a human want; that is all. He does not inquire whether the 
satisfaction of that particular want may be good or bad, wise^ or 
foolish. Opium, except when used as a medicine, may be physically 
injurious and morally bad, but this does not alter its classification 
as an object of utility so long as it does actually enable a human 
want to be satisfied. The use of chewing gum is probably foolish, 
but we cannot thereby deny its utility. The pictures which adorn 
the wails of many homes may be wholly bad from an artistic sense, 
but they are nevertheless economically useful. Of course this does 
not imply any lack of appreciation of the importance of aesthetic 
and ethical judgments. Such considerations are simply outside the 
field of economics. 

Wealth: Definition. Wealth consists of all usefuly matefial things 
owned by human beings. This definition needs some further ex- 
amination. We have already settled the meaning of “useful.” Use- 
less things are not included in wealth, which thus embraces only 
those things which are capable of satisfying human wants. The 
reader should perhaps again be warned that the ethical character 
of human wants does not enter into the classification. 

We limit wealth secondly to material things. This excludes such 
desirable things as honesty, good health, the speed of a race horse, 
the coldness of ice, the skill of an artist or a musician. This may 
possibly seem arbitrary and unfortunate at first. But we shall not 
have to look far to see the great advantage of this limitation and 
particularly the confusion which would follow if the concept of 
wealth were not thus limited. If the speed of a great race horse is 
wealth, what of the horse himself? Certainly he is wealth. But have 
we then two articles of wealth, the horse and his speed? And if so, 
should we not add a third, his strength; and a fourth, his beauty? 

Most of the forms of “immaterial wealth” with which we should 
have to deal if our definition admitted them are' simply qualities 
of material things which are themselves wealth. To count both 
the material thing and its qualities as wealth would be productive* 
of nothing but confusion. Such double counting is really to con- 
fuse wealth and utility. Similar confusion would arise from includ- 
ing human qualities, such as health, strength, skill, honesty, in the 
category of wealth. We shall consider a little later the question 
whether human beings themselves are wealth. 
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Having excluded from our concept of wealth ail useless and all 
immaterial things, we next limit it to those useful, material things 
which are owned by man. The first effect of this limitation is to 
exclude those useful things which are furnished freely and abun» 
dandy by nature. Thus air is material, and it is certainly one of the 
most useful things in the world. But on account of its abundcuice 
it is not owned. Why should one take the trouble to own it.^ We 
also exclude certain things which, from their nature or from the 
nature of the. human institution of ownership, cannot be ownied. 
We cannot own the sun or the moon; no person or group of per-* 
sons can own the Atlantic Ocean or the Gulf Stream. 

Most material things that satisfy human wants, however, are 
owned. Ownership may be vested in the individual person, as in 
the case of one's suit of clothes, the farmer’s land, the merchant’s 
store, etc. Or various groups of persons, such as partnerships, cor- 
porations, etc,, may own land and buildings and virtually any kind 
of wealth which may be owned by individuals. Governments — na- 
tional, slate, and local — are large owners of wealth; they are sim- 
ply another form of association of human beings. 

Are human beings wealth? The requirement of ownership by 
human beings restricts the scientific concept of wealth in another 
important respect. Are human beings themselves wealth? As re- 
gards slaves, the question is clearly answered in the affirmative by 
reference to our definition. The slave is useful; he is a material 
thing; he is owned by his master. 

But how about free men or women or children? Free persons are 
material things, of course, and they have qualities which enable 
them to satisfy wants of other persons. But they are not owned un- 
der the legal systems of most modern nations. It is not always easy 
to know just where to draw the line between free men and 
those who are owned. We might set up the fiction that free persons 
are owned by themselves or (in the case of minor children) by their 
parents. Free persons would then fall into our category of wealth, 
and there are some advantages to this classification. Logic and 
simplicity would perhaps be served by including all human beings 
in the category of wealth. 

On the other hand, it is not customary to think of free persons 
as owned, even by themselves, nor do we naturally think of free 
persons as wealth. The weight of advantage is on the side of our 
definition as stated, according to which, while slaves are undoubt- 
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edly wealth, free persons are not. However, although free persons 
are not wealth, they do render services possessing utility similar to 
those rendered by articles of wealth, and we shall have to take ac- 
count of these services in our study of economics. 

How to identify wealth. To determine whether any given thing 
is wealth or not, we have only to ask three questions: Is it useful? 

Is it material? Is it owned? If the answer is yes to all these ques- 
tions, the thing is wealth. A negative answer to any one of the 
questions excludes it. 

Income. When an article of wealth satisfies a want of man we say 
that it furnishes benefits or renders services. By the benefits or serv- 
ices of wealth we mean desirable events which it causes for human 
beings. Keeping out the cold is a desirable event caused by a dwell- 
ing house; it is one element of the service of shelter, a benefit 
yielded by the house. The service of a piece of ice in the refrigera- 
tor is keeping things cold. A diamond ring renders service by satis- 
fying the love of beauty or perhaps only the vanity of its wearer. 
The service of a slave is working in the field or as a domestic 
servant. 

Thus every article of wealth renders its appropriate service to 
man, else it would not be useful and so would not be wealth. In 
exactly the same way services are rendered by free persons, as when 
an actor performs before an audience or a lawyer tries a case for 
his client. The word income is used to denote such services and is 
defined as follows: Income consists of the benefits or services ren^ 
dered by wealth or by free persons. 

Costs. Not all the events caused by wealth are desirable. Besides 
furnishing shelter, a dwelling house requires painting and repairs; 
it compels its owner to pay taxes and insurance premiums, and so 
on; finally it wears out or becomes obsolete and if not discarded 
must be torn down and rebuilt. The slave works in the field, 
but he requires food, clothing, and shelter, and the free farm 
laborer requires wages. The undesirable events caused by wealth 
or by free persons are called disservices or costs. 

Net income. All wealth yields both income and costs. We can- 
not escape the undesirable events if we would have the desirable 
events; we put up with the costs in order to get the income of 
wealth. It follows that, in the long run, the income from any 
article of wealth must exceed its costs (how these are measured 
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'will appear later), else no one would care to own that article, and 
it would cease to be wealth. 

For example a storekeeper has a motor truck to deliver goods to 
his" customers. The truck is an article of wealth; the income from 
it is the service of delivering goods or the receipt of money for 
delivering goods; its costs are the expenditures of money for -the 
gasoline and oil it consumes, garage room, occasional washing, and 
repairs. These costs would not be borne if the service of delivering 
goods were not worth more than the costs. Eventually the truck 
begins to wear out; its speed diminishes and it cannot make some of 
the grades. It consumes more gasoline, and its loose piston rings 
and bearings are wasteful of oil. Repair bills become heavier and 
more frequent. Thus its income declines while its costs rise, and 
sooner or later the margin between them disappears. The machine 
is no longer useful, and it finds a resting place on the junk heap; 
it is no longer wealth. 

The difference between the income and the costs of any article 
of wealth is its net income. Some net income must be present or 
the article will not be wanted. In general, then, utility means the 
power to yield a net income or an income in excess of the costs, and 
this idea of a net income is inherent in the term “usefuF" as em- 
ployed in the definition of wealth.^ 

Wealth and income. Fund and flow. There is a fundamental 
difference between wealth and income, which manifests itself in 
the matter of measurement. When wealth is measured, it is the 
quantity in existence at a certain time that is determined. In 
measuring income, we ascertain the amount of service^ that is 
rendered during a certain period of time. We do not speak of the 
yield of an orchard or the service of a carpenter at 1:25 p.m. of a 
certain date. An orchard yields so many bushels of apples per year, 
a mason lays so many bricks per day or per hour, etc. Wealth is a 
fund; it is measured as of a certain instant in time. Income is a 
flow; it is measitred as of a certain period of time.^ 

a. The reader who has any familiarity with accounting will note that these defi- 
nitions of income, cost, and net income differ somewhat from those used by the 
accountants. They are not really in conflict. The accountant’s terminology rep- 
resents a special technical application of the more general concepts with which 
we are here concerned, 

2 By the methods of the infinitesimal calculus, the period taken for the meas- 
urement of income may be reduced to zero, thus making possible the measure- 
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Property: Definition. Every article of wealth is owned by some- 
body. This relation between wealth and its owner is one of the 
fundamental concepts of economics. It may be called ownership, 
property right, or property. Property is the technical term generally 
used in economics. It is defined as the right to income; that is^ the 
right to the benefits or services of wealth or free persons. This evi- 
dently is what ownership means. When a person owns an article, 
he has a right in it; namely, the right to have it and use it, all of 
which is included in the right to the services or income from that 
article. The owner is protected in his property right by the laws 
and customs of the community in which he lives; other persons are 
prevented from interfering with his enjoyment of the services of 
his wealth. 

Since the term “income” is so broad as to include any use to 
which the owner could put his wealth, including even its destruc- 
tion if he so desires, property might be defined simply as the right 
to wealth or free persons, without any change in meaning. The 
definition here chosen has the advantages: (I) of empha^zing the 
fundamental importance of income, (2) of somewhat readier 
adaptation to the innumerable cases of divided ownership, and (3) 
of avoiding any apparent conflict with the common usage of not 
regarding free persons as owned. 

Division of property. A sole owner, such as the sole owner of a 
house and lot, an automobile, or a suit of clothes, has the exclusive 
right to all the income of the article of wealth which he owns. 
Ownership may, however, be divided, in which case each of the 
two or more owners has certain rights in the wealth; that is, the 
right tQ certain of its benefits or income. The tenant of a rented 
house has the right to its use only during a certain time, as limited 
by his lease contract with the landlord, who has retained the right 
to the services of the house at all other times; that is, before the 
beginning and after the termination of the lease. In a partnership 
the wealth held belongs jointly to the two or more partners. Each 
has the right to a certain part of the services or income of this 
wealth, the exact division being specified in the partnership agree- 
ment. 

So in the corporate form of business organization, the wealth of 

ment of income as a rate of flow at an instant of time. This concept is of great 
importance in certain advanced problems of economics, as it is in some of the 
natural sciences. It need not further concern us in this elementary book. 



12 FOUNDATIONS OF THE SCIENCE OF ECONOMICS 

the corporation belongs in part to the stockholders, of whom there 
may be hundreds or thousands, each with certain rights in the in- 
come from the corporation’s property. The bondholders ol the 
corporation represent another group of part owners, with certain 
other rights in the corporation’s wealth, all specified in the bonds. 
Thus each bondholder has the right to receive certain interest jxiy- 
ments at certain specified dates and finally at a specified date to 
receive a certain larger sum equal usually to the principal amount 
stated in the bond. That part of the income from the corporation’s 
property which remains after the rights of bondholders and pos- 
sibly other classes of part owners, such as noteholders, etc., have 
been satisfied belongs to the stockholders and may be distributed 
to them in the form of dividends. 

Property may thus be divided in a great variety of ways. Every 
person who has a property right in an article of wealth is an owner 
(sole or part) of that wealth, though in common speech the term 
“owner” is sometimes applied to only one of the parties. Thus the 
landlord and the tenant are really both owners of the rented house. 
Neither is the exclusive owner, for neither has the right to ail the 
services of the house. The property is divided between them, 
though we are accustomed to apply the term “owner” to the land- 
lord alone. In like manner the bondholders are fimdamentaily part 
owners, although not usually spoken of as such. 

All the services of wealth must belong to somebody. When prop- 
erty is divided, the sum of all the property rights of the several 
part owners must equal the total property right to all the services 
of that piece of wealth. For every article of wealth there must be 
a property right or property rights, and back of every property 
right there must always be an article of wealth or a free person. 

Property in free persons. The last words of the previous para- 
graph will recall that property may be a right to the services of 
free persons as well as of wealth. If we had chosen to include free 
persons in the definition of wealth, all that has been said of prop- 
erty in wealth would have applied equally to them. As it is we 
must recognize that free persons render services to others and that 
these others have rights to such services. 

A baseball player signs a contract with a manager agreeing to 
play exclusively for him during the coming season. The manager 
has thereby a property right, the right to receive certain services 
from this player. To that extent the player’s right to his own time 
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and services — actually his right to himself — is diminished. It is 
divided property again. Theatrical managers, moving picture pro- 
ducers, musical promoters, and others have property rights in actors 
and actresses, musicians, and other artists. Every employer ha's a 
property right to certain services of his employees. A promissory 
note gives the creditor a property right in the debtor; that is, the 
right to receive a certain sum of money. Lawyers have rights against 
their clients, and clients against their lawyers; parents have rights 
in their children, and children in their parents. Every business con- 
tract gives each party a property right against the other. 

In fact the property in persons is almost always divided. Prac- 
tically no one is completely his own master, and there are all 
degrees of property rights of others, from the slave, a true article 
of wealth because completely owned by his master, through serfs, 
peons, indentured servants, to the freest so-called “free man.” 

Wealth and property. In popular speech, the terms “property'* 
and “wealth” are not carefully distinguished. It is quite usual, for 
example, to speak of a house and lot as “property,” to call house- 
hold furniture “personal property,” and so on. For the purposes of 
scientific analysis, economics draws a sharp distinction between 
property and wealth. The latter is a physical, tangible thing; it is 
material. Property, on the other hand, is a relation between 
wealth (or free persons) and persons; it is immaterial. 

This distinction is fundamental and has many important bear- 
ings. Thus wealth is the source of income, whereas property is the 
distributor of income. The wealth of a community, together with 
its productive free persons, determines how much and what kind 
of income the people may enjoy. The property rights of the sev- 
eral members of the community determine how these incomes shall 
be divided among them, how much of the total community income 
each one shall enjoy. Property rights may be changed without 
changing the total amount of wealth. The material welfare of the 
human race is a matter of the satisfaction of wants and is affected 
both by the total quantity of wealth and by the way the property 
rights to wealth are distributed among individuals, families, and 
nations. 

•Documents in evidence of property. Property rights are some- 
times expressed in legal documents. The owner of a farm or a 
building lot has a deed^ which is a piece of paper containing a 
legal statement of his property right to the benefits of a specified 
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parcel of land. When one purchases the right to sit in a certain 
seat of a theatre on a certain date, his property is evidenced by a 
ticket. On the other hand, no legal document testifies to one's 
property right in the clothes he wears or the food on his table. 
Whether there shall be a document or not is a matter of custom 
or law. The property is the original and fundamental thing; the 
document, when there is one, is secondary and incidental; in many 
cases no document is considered essential. 

The reader - must be on his guard against confusion between 
property rights and the documents in evidence thereof, particu- 
larly in those cases where common, and even scientific, usage has 
not found it necessary to employ different terms for these two 
things. For example, a bank note is, strictly speaking, a piece of 
paper testifying to a property right of the bearer against a bank. 
Yet it is common to speak of the bank note as though it were the 
right itself. When once he has been warned, the reader is not likely 
to have any difficulty with such usage, loose though it confessedly is. 

Value: A common denominator. Each kind of wealth, income, or 
property has its appropriate unit of measure. But there is one 
unit in which all kinds of wealth, income, and property may be 
measured and which is by far the most important of all units. This 
is the unit of value or price. 

Transfer and exchange. When Mr. Jones gives his dwelling 
house to his wife, there is a change of ownership. The house, which 
formerly belonged to Mr. Jones, now belongs to Mrs. Jones. A 
change of ownership of wealth is called in economic terminology 
a transfer. Transfer takes place whenever wealth is bought or sold, 
bequeathed, or given away. 

Now suppose Mrs. Jones sells the house to the Brown Realty Co. 
for $20,000. There has been another transfer of the house. But this 
time there has been also a transfer of money, from the Browm 
Realty Co. to Mrs. Jones. These two transfers together make an 
exchange, which ’is defined in technical language as a pair of 
voluntary transfers between two owners, when each transfer is made 
in consideration of the other, A gift is not an exchange, since there 
is only one transfer. As is said, there is ‘*no consideration/' 

Barter and money exchange. Exchanges made without the use 
of money are called barter. For example, the farmer brings ten 
dozen eggs to the village storekeeper and takes in return fifteen 
gallons of gasoline and five quarts of motor oil This transaction 
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fits the definition of an exchange. '‘Swapping’* horses or anything 
else is barter. At some time in the history of any people barter 
was probably the usual form of exchange, such as there was, and a 
certain amount of barter goes on among all peoples today. 

But the civilized world long ago abandoned barter as the normal 
form of exchange. In practically all exchanges today one of the 
transfers is a transfer of money, and money exchange has thus taken 
the place of barter. The universality of exchange is one of the 
distinguishing characteristics of modern economic organization. In 
fact, because of the dominance of money exchanges, that organi- 
zation is frequently called a money economy, and money, as we 
shall find in later chapters, is defined as anything which is gen^ 
erally accepted Jn exchange for other things. 

Definition of value. From exchange thus come two of the most 
important concepts of economics and business, not to say of modern 
human life in general; namely, value and price. As the term is 
generally employed in economics, the value of anything^ is the 
quantity of any other thing that would be given in exchange for the 
first thing. If ten dozen eggs could be exchanged for two bushels 
of potatoes, the value of the eggs is two bushels of potatoes, and 
the value of the potatoes is ten dozen eggs. If a ton of stove coal 
is sold for twelve dollars, the value of the coal is twelve dollars, 
and the value of twelve dollars is one ton of stove coal. It is not 
customary, however, to speak of the value of money in this way. On 
the other hand, values of practically all other things are regularly 
expressed in terms of money. 

Definition of price. Price is a more limited, and, therefore, a more 
specific, t:oncept than value. First, it is always expressed in terms 
of money; and seciondly, it always relates to one unit of the thing 
measured. As so defined, the price of anything is the amount of 
money that would be given in exchange for one unit of it. If aj 
pound of cotton would sell for twenty cents, the price of cotton is 
twenty cents per pound. In stating the price of anything, the unit 
of measure used must always be stated or understood. 

Value and price. The terms value and price are of course used 
more or less vaguely and inconsistently in popular speech, and 
there is some difference in usage among economists. The defini- 
tions here given are in good standing among economists, they agree 
as closely as is possible with popular usage, and they will prove 
useful for economic analysis. 
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As here defined, value and price are closely related to each 
other. They are distinguished from each other in that (1) value 
may be expressed in terms of any kind of wealth, property, or 
service, while the price of anything is expressed only in money, 
and (2) the term “value'' is used for any quantity of a good, 
whereas price relates specifically to one unit. In practice, value as 
well as price is usually expressed in terms of money; in which case 
value is price multiplied by quantity, and the value of one unit is 
identical with the price. Thus if a ‘farm sells for $25,000, we may 
say that the value of the farm is $25,000, or that its price is $25,000. 
We should not say that the price of fifteen tons of coal is $150, but 
should say that the value of fifteen tons of coal is $150, because 
the price is $10 a ton. 

The unit of value. Value thus gives us a common unit in which 
to . measure all kinds of wealth, income, and property. This is the 
unit of money value; i.e,, the value of the monetary unit, in Amer- 
ica, the^ dollar. Since value is almost always expressed in terms of 
money, we may ordinarily call the dollar the unit of value, not 
bothering always to say the unit of “money value." 

Thanks to this common unit, it is possible to total a list of vari- 
ous articles of wealth and property rights. Bushels of potatoes, 
yards of cloth, pounds of sugar, acres of land cannot be added to- 
gether. But the values of all these things can be. It is possible there- 
fore for the business man to make an “inventory," for the citizen 
to make up his “tax list," for anybody to make a list of his posses- 
sions and get the total. Above all, it is possible to keep accounts 
of wealth and property and income. 


EXERCISES 

1. Which of the following may properly be called wealth? Explain in each 

case. 

ip) A fountain .pen. (5) An abandoned farm, (c) A factory building, (d) 
A state highway, {e) The Gulf of Mexico. (/) The salt water of the 
Gulf of Mexico used in the production of magnesium, (g) A farm 
whose ownership is under dispute, {h) Fish in the ocean, (i) A mov- 
ing picture actor, (j) A college dormitory, {k) An automobile in the 
junk yard. (/) A coal mine. 

2. Which of the following are wealth and which represent property rights? 

Explain in each case. 

(a) A share of stock. (5) A theater building, (c) A bank deposit, (d) A 
dollar bill. (<?) A suit of clothes. (/) A life insurance policy, (g) A de- 
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livery truck, (h) A football ticket, (i) An apple orchard, (j) A mort- 
gage on a residence, (k) A state park. 

5. During the recent World War the United States Government borrowed 
billions of dollars from the people and from banks through the sai<* of 
bonds. 

(a) Does this debt affect the wealth of the United States? (b) During the 
years these bonds are outstanding, interest will be paid the bond- 
holders out of funds raised by taxation. Does the annual payment 
of interest on a national debt of this kind affect the wealth of the 
country? (c) Would the wealth of the country be affected if the 
bonds were paid off? (d) Would the wealtli of the country be af- 
fected if the government arbitrarily repudiated the debt? 

Note: This exercise refers to immediate effects, not to remote or indirect 
consequences. 

L In 1932~3B a number of states adopted laws providing for morato- 
ria on farm mortgage indebtedness. The holders of mortgages were 
unable to collect interest or undertake foreclosure. 

(a) Did such laws affect the wealth of these states? (b) Did such laws af- 
fect property rights? 

>. Describe the income created by each of the following. 

(a) A farm, (b) A musician, (c) A watch factory, (d) A doctor, (e) A 
baseball player. (/) A fishing vessel, (g) A housewife. 

I. Which of the following can be described as costs? Explain in each case. 
(a) Wages of a janitor of an apartment building, (b) The damage 
caused by the smoke from soft coal used in heating the apartment 
building, (c) Real estate taxes, (d) Income taxes on the net income 
derived from operating the apartment building. 

What is meant by the expression, “to secure a bargain''? Reconcile the 
popular interpretation of this phrase with the discussion of value and 
price. 



CHAPTER II 


Production 

Production: Creation of utility in wealth. Economics has been 
defined as the science of man's activities devoted to obtaining the 
materiai means for the satisfaction of his wants. That part of these 
activities most readily identified we refer to as production. But 
what specifically is production? Who are the producers of the 
world? 

Common usage would lead us to say at once that the farmer, who 
raises wheat, is a producer; he obviously produces wealth, in that he 
creates 5t)mething which did not previously exist. But a little re- 
flection will show that he is a creator or producer only in the sense 
that he has been instrumental in effecting a change in the form 
or relationship of various physical elements already in existence 
so as to make them suitable {V)r human consumption. The cotton 
manufacturer likewise adds nothing to the world's store of ma- 
terials, but when he twists cotton fibre into thread and weaves 
thread into cloth he has added to the utility of the cotton in the 
eyes of the consumer. If we examine other forms of agriculture or 
manufacturing, we shall find that the essence of the particular 
operation is to bring about a change in the form of the good which 
will bring it one stage nearer the condition where it may satisfy 
a human want. Agriculture and manufacture, carpentry and black- 
smithing, and innumerable other lines of activity, by thus chang- 
ing the form of material goods, are active in the creation of utility. 

But this is not the only way that utility is created. There may 
seem to be little similarity between farming and the operation of 
a railroad if one views only the technique of each business, but the 
purpose is essentially the same. Wheat on the farms of the West 
is quite as useless to the consumer of the East as if it had never 
been grown, and the service of the railroad in bringing it to the 
consumer is just as essential as that of the farmer in growing it. 

The grocer who keeps flour in stock to meet his customers' de- 
mands is performing a similar service, for the consumer not only 
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wants a particular good at a particular place, but he wants it at a 
definite time. Today's flour is patently more useful in satisfying 
today’s hunger than flour which will not be available until ^ext 
week. 

Likewise a productive service is rendered by those who facil- 
itate the sale of goods. When A desires to sell wheat, he gives his 
broker a warehouse receipt for wheat stored in some elevator; the 
broker sells the wheat to B by delivering to him the warehouse 
receipt. A service has been rendered, for which the broker will 
collect commissions from A and B. The wheat is presumably one 
step nearer to the direct satisfaction of a human want. Utility has 
been created, by a change in ownership, even though the actual 
wheat has not been touched. 

Thus are illustrated the four forms which the production of • 
wealth may take — the creation of form utility, of place utility, of 
ihne utility, and of ownership utility. All effort directed toward 
the production of wealth may be classified under one ox* another 
of these four headings: agriculture and manufacturing result pri- 
marily in the creation of form utility; all the varied transporta- 
tion services are engaged in creating place utility; merchants of ail 
classes, bankers, brokers, and other middlemen are creating time 
utility or ownership utility. To the first one alone the name pro- 
duction is sometimes given, doubtless because of the obvious char- 
acter of the change, but in view of the essential nature of the other 
three forms it is difficult to justify such usage. 

Direct personal services. Although our primary interest in the 
study of production centres around the production of wealth, it 
should not be forgotten that man has wants which cannot be satis- 
fied by wealth alone. A mechanical piano may satisfy the longing 
of one for music, but to another it is a sorry substitute for the 
performance of the pianist. If the labor of the pianist in making 
the roll for the mechanical piano is productive, certainly his per- 
formance on the concert platform must also be productive. We 
must therefore include in our definition of production the render- 
ing of direct personal services by free persons. 

Definition of production. Completely stated, production consists 
of (a) the production of wealth, which is defined as the creation of 
utility in wealth, and (b) the rendering by free persons of direct' 
personal services. 

This definition is intentionally broad, including any effort which 
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results in the satisfaction o£ a human want. In defining utility, 
it was pointed out that scientific definitions have nothing to do 
widi questions of ethics or morals. Like utility, the word produc- 
tion carries with it no moral significance, although economists are 
not therefore unaware that effort spent in some directions may be 
less commendable than effort spent in others, and that the results 
of human exertion may be fatal to individuals or disastrous to so- 
ciety. The study of production is the study of human activity in 
satisfying wants, whether or not that activity can be approved on 
moral or ethical grounds. 

The factors of production: General. In his struggle to guide and 
control natural forces to his own ends man has enlisted in his 
service two powerful partners, nature and capital. These three — 
man, nature, and capital — work together in production, with re- 
sults which, when compared with man's first efforts, are almost 
unbelievable. These three partners are commonly called the factors 
of pTodiNstion under the titles, land, labor, and capital, the first two 
being figuratively used to stand for nature (not merely land in 
the narrow sense) and man. 

Land. Land is essential in providing “standing room" for the 
population of the earth; it is the source of the food supply for the 
people and the raw materials for production and is the original 
source of all that man has. It is more than mere land, for it em- 
braces the whole natural environment, including the oceans, lakes, 
and rivers, the topography of the land, the character of the soil, 
the amount and seasons of the rainfall, the range of temperature at 
different seasons, the mineral deposits, the water power, and a host 
of other features, all of which are important and may *'have a 
determining effect on the character of occupation and the type of 
industry in a particular region. 

Labor. Land without labor is useless for the purposes of man. 
Even in the spots most favored by nature some effort is required 
to secure the goods desired, and on most of the earth's surface much 
exertion is necessary to make a living. For the majority of men 
labor is painful and is avoided if possible. Only when tiie de- 
sirability of things which can be secured by labor is considered to 
outweigh the unpleasantness of mental or physical exertion will 
the effort be undertaken. 

Mental effort is as truly labor as physical exertion. Px'obably the 
physician derives more pleasure from his work than a factory helper 
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does, but our only standard of whether a given effort is labor or not 
is whether it contributes to production. The efforts of the physi- 
cian, the lawyer, the judge, the business executive, and the govern- 
ment official all add to the total amount of enjoyable goods and 
services which constitute the income of society. Some of it directly 
increases the flow of goods and services, some indirectly by making 
the work of others more productive. 

Capital: Description. The third factor in production is capital. 
Ordinarily the term “capital” is synonymous with wealth; that is, 
useful material articles owned by man, but in discussing the fac- 
tors of production it is convenient to limit the term “capital” to 
wealth which man has produced, thus excluding land. Land is dis- 
tinguished from capital in this classification because of its peculiar 
relationship to production, but it should be remembered that it 
constitutes a particular and important class of capital in the ordi- 
nary meaning of that term. Capital, as we are using the term, falls 
into two major groupings. First there is an important group of 
capital articles which is desired primarily for its own sake rather 
than as instruments of production, including the mass of goods 
ready for consumption — food, clothing, furniture, etc. To this 
group we give the name consumers’ capital. The second group con- 
sists of tools, implements, machines, and materials which are to be 
used to produce consumable goods and is called intermediate goods 
or producers’ capital. 

It is, however, not always possible to draw a sharp line between 
producers' and consumers’ capital, and the terms are not always 
mutually exclusive. Some goods are capable either of being used 
for further production or of yielding their satisfactions at once. 
Coal may be mined for use in factories, or it may be used in the 
kitchen stove with the double purpose of warming the room and 
cooking food, or it may be burned in the open grate. A ship may 
be capable of use as a yacht or as a carrier of freight. Moreover 
virtually every sort of consumers’ capital may, when used to satisfy 
wants, be at the same time serving the ends of production. Thij 
is obviously true of the form of consumers’ capital par excellence, 
food, and it will be recognized as true of many of the less essential 
forms and even of many mere luxuries, such as athletic goods. But 
in spite of these qualifications we shall find the concepts useful in 
analysis. 

Capital in production. We are at the present time so accustomed 
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to tools and machinery of every description that it is difficult to 
imagine conditions in which they were entirely lacking; yet at 
some stage, long before the beginnings of history, man must have 
been dependent on the uni^ided efforts of his hands. Such a sitiia- 
tion, where no capital instijuments are used, and brute strength or 
cunning is relied upon to secure the means of subsistence, may be 
called direct production. 

What the first implement was is a matter of conjecture; it may 
have been nothing more highly developed than a club. Then 
possibly someone conceived the idea of attaching a sharp stone to 
the club, and an axe or hatchet was the result. Certain it is that 
tools came into use very slowly, and for centuries only the rudest 
and most primitive were [known. Even during most of the cen- 
turies of which we have historical records, the machines and tools 

I 

were of the simplest sort. | But with the first tool came a definite 
advance, for man had started on his yet unfinished process of 
changing" the conditions his environment to meet his rapidly 
growing needs. 

Production with tools land implements is called indirect or 
roundabout production, cjne may, for example, acquire the art of 
catching fish with his hailds — this is direct production; but if he 
take time to make a fishing net he can greatly increase the effective- 
ness of his labor, including, as of course we must, the labor spent 
in making the net. Instead of proceeding directly to secure the 
desired products, time and energy are first spent in making tools, 
with'’ the result that the production is made vastly more effective, 
and, passing beyond the small range of activities open ^to one 
without tools, production brings forth things which could not con- 
ceivably have been made with the unaided hands. 

So apparent are the Economies of indirect production that we 
need not be particularly concerned with the sharp contrast between 
direct and indirect metlijods of production. The contrast of sig- 
nificance is between a less and a more intensive resort to the 
roundabout methods of production. The labor necessary for the 
erection of a modern flour mill may be spread over many years, 
the materials for its construction may be gathered from the four 
corners of the earth, an^ hundreds of men may be engaged on 
one or another of the preliminary processes, whereas the old-fash- 
ioned gristmill could be taade in a few weeks’ time by a relatively 
small number of laborers; but the output of the modern mill per 
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unit of labor necessary to erect and operate it is immeasurably 
greater than came from its predecessor. 

Wherever we find an example of intense recourse to the round- 
about or capitalistic method of production, we may safely con- 
clude that it is because the effectiveness of labor, as measured by 
the flow of goods, is thereby enhanced. Capital instruments are 
labor-saving devices, not only from an individual’s point of view, 
but from the point of view of society as well. 

The accumulation of capital. Saving. The degree to which in- 
direct methods of production may be carried depends, in part at 
least, on the quantity of capital which is available for productive 
purposes. Other elements enter, such as the progress of invention, 
the size of the plants in the industry, the demand for handmade 
articles, and so on, but the quantity of capital is so fundamental a 
consideration that a study of the way in which it is accumulated 
will repay our consideration. 

The formation of capital depends upon the readiness^ of men 
to postpone the gratification of wants in the present in the hope 
of increased satisfactions in the future; in other words, it rests 
on saving. In relatively simple cases this is quite clear. The savage 
who has gathered a supply of corn may be tempted to consume it 
before the spring, but if he can save enough for seed the following 
year he can hope for a more abundant supply in the autumn. A 
farmer today may use the proceeds from the sale of his crops to 
buy either a new automobile or an agricultural machine. The 
former will yield him pleasure at once, but the latter will enable 
him to expand his farming operations and to have a larger surplus 
of grain in the future. Nearly every manufacturer is compelled at 
some time or other in his career to choose whether to use the profits 
of the business to expand his scale of living or to “put them back 
in the business” in the form of enlarged facilities. 

In these cases we can easily see that self-denial — saving — ^has 
added to the stock of capital. For the majority of people, however, 
the connection between saving and the productive processes is 
not so clear or so direct. Today the great mass of people obtain their 
living by exchanging services for money and with this money 
purchasing the various articles which are required or desired. To 
the individual the saving of a part of his income does not seem 
directly to affect production; it appeals to him solely because of 
the necessity of providing against illness or old age, or because 
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money can be left in a savings bank or loaned or used to purchase 
stocks and bonds and can thereby earn interest. Yet it has precisely 
the<.same influence on production as saving by the manufacturer. 

If we consider saving from the standpoint of society as a whole, 
it will be apparent that it entails the devotion to the production 
of intermediate goods of effort which might have been spent in 
producing goods capable of yielding their satisfactions at once. It 
further implies that the consumption needs of tliose working on 
tile intermediate goods are met from the flow of consumable goods 
produced by others. Were it not so they could not live. 

We can imagine a simple kind of social organization where the 
tasks are arbitrarily divided among the different men and women, 
where all share in the common product, and where the farmers 
set aside a portion of their produce to support the miners and 
others working on intermediate goods, receiving their recompense 
eventually in the form of agricultural implements which will 
greatly kicrease the effectiveness of their efforts. 

But although we may be able to find isolated situations where 
the intermediate worker is supported by direct payment in com- 
modities, such as “grubstaking'' a prospector, it is far from the 
normal case. The ordinary individual saves money, not commod- 
ities, and the laborer receives his remuneration in tlie form of 
money. This feature serves to obscure the nature of the problem 
and make it seem more difficult than it really is. 

A clerk who saves |500 in the course of a year does so by denying 
himself the satisfactions which might have been obtained from the 
consumption of goods. When he places the sum in the savings 
bank, it is not kept in the bank's vaults until such time as he may 
require it but is loaned to some borrower. Now it is possible that 
the borrower may want the money to purchase goods for his own 
immediate satisfaction, but most loans are made to men actively 
engaged in business for business purposes. Let us suppose that 
the savings bank uses the money to buy a bond, a part of an issue 
of bonds sold by a railroad in order \o be able to finance the con- 
struction of a branch line. The railroad uses the funds thus secured 
to engage men to work on the construction of the line and to 
purchase the results of past labor — steel rails, ties, etc. 

The clerk has actually passed on his control over consumable 
goods to the laborers engaged in the intermediate processes; by 
reducing his own consumption he has made it possible for them to 



THE FORM OF CAPITAL INSTRUMENTS. INVENTION ^5 

work on nonconsumable goods and yet to live. During the years 
which may be required to construct the railroad line the men 
engaged in all the preparatory stages might have been producing 
food, clothing, etc., and for the time being have greatly increased 
the flow of consumable goods, but the eventual result of abstinence 
on the part of some in society is the creation of a great machine 
of production, the railroad, which makes the efforts of workers in 
ail lines many times more fruitful. The saver gets his reward in 
the form of interest, but he also shares in the social gain, which 
consists of a more abundant flow of consumable goods. 

It is difiicult to overestimate the importance of the capitalistic 
or indirect methods of production and the necessity of saving, and 
it is easy to overestimate the adequacy of the volume of savings at 
present available in the world. Were the people of the nations of 
the earth suddenly to stop saving, spending all earnings on con- 
sumable goods, it would be but a short time before the entire struc- 
ture of our civilization would be crumbling in the dust. 

On a smaller scale this happened in Russia. In the days before 
the First World War Russia’s industrial fabric depended in large 
measure on loans from foreign nations. Under the revolutionary 
and early soviet regimes Russia to a large extent was cut off from 
foreign sources of supply and in the disorder which prevailed was 
living in part on her capital. For a time tliere was practically no 
replacement of capital goods which had deteriorated or worn out. 
The result was an enormous decrease in the efficiency of Russian 
labor and the threatened extinction of many lines of industry. * 

The form of capital instruments. Invention. The effectiveness 
of labor in production depends not only upon the amount of cap- 
ital available for use in production, but also upon the form which 
this capital takes. At the present stage in industrial development we 
could doubtless use to advantage a greater number of the tools 
and machines with which we are already familiar, but there must 
be some limit to the gain which comes from duplicating our present 
machinery. A more profitable line of development lies in improv 
ing the type of machines. Not two printing presses of the same 
capacity, but one improved press with twice the ordinary capacity. 

The inventive genius of the world is constantly studying the 
possibilities of improving old machines and devising new machines 
to take care of processes now performed by hand. Society profits 
by the inventions which make it possible to secure a greater flow 
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of commodities with a smaller expenditure of effort. The saving 
wdiich we have expressed in general terms appears to individual 
members of society in the guise of a lower price and therefore 
means that a gi^'en income represents command over a larger num- 
ber of commodities than formerly. Measures which stimulate in- 
ventive genius are generally in the public interest. The inventor or 
the one to whom he transfers his invention may sometimes make 
a fortune in a few years through the monopoly which a patent 
right confers on him, but the people as a whole benefit still more. 
In the long run the hope of making a fortune is the spur which 
leads the inventor to persevere through the period of fruitless ex- 
perimentation. The wealth which Edison accumulated appears a 
small price to pay for the services he performed for society in plac- 
ing so many comforts within the reach of people of modest means. 

The entrepreneur. Land, labor, and capital cannot work to- 
gether without organization, direction, and control. Moreover in 
every pfoductive undertaking there is risk; i,e., the chance that the 
enterprise may prove unprofitable and that the capital devoted to 
it may be lost and the human effort wasted. The owners of the sev- 
eral factors of production are, as such, not prepared to undertake 
this planning function or to assume the risks of business. The 
landowner will provide land for a business if somebody will guar- 
antee him a fixed rent. The laborer will work for an employer if 
the latter will by contract make himself legally liable to pay a 
definite wage. Finally the capitalist, in so far as he is performing 
the capitalistic function exclusively, lends money at interest to some- 
one who can persuade him that the amount of the loan^wili be 
paid back in full. 

Someone must borrow the capital, decide what to produce, and 
employ labor and land to produce it, in the hope that the venture 
will be successful enough to pay him profits over and above the 
fixed interest which he must pay to the owner of the capital. If 
the business is a failure, he must use his own resources to pay 
.back the capitalist and to discharge his legal obligations to the 
landowner and the laborers. Anyone who performs the fimclion of 
organization, planning, and risk-bearing is termed an entrepreneur. 

The entrepreneur is thus the man who makes the fundamental 
decisions as to what commodities to produce and how to combine 
labor, land, and capital in their production. He determines the 
degree to which it is profitable to supplant manual labor by labor- 
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saving machinery, the amount of a given good which can profitably 
be produced. Whether a new invention is to be given a trial de- 
pends on his judgment. He studies the nature of the industrial op- 
erations, tries to simplify them as much as possible, and assigns 
laborers to one task or another according to his opinion of their 
abilities. The responsibility for the entire internal and external 
organization of a business falls on his shoulders — the coordination 
of production, finance, buying, and selling. The larger the business, 
the more incentive there is to delegate to others all tasks of a 
routine nature, and the more closely does the work of the chief 
executive partake of the nature of decision-making. 

So important is this function in the modern economic organi- 
zation that the entrepreneur is by some writers elevated to the rank 
of a fourth factor of production. As we have chosen to define the 
three factors of production, it is obvious that the entrepreneur is a 
human being, and whatever he does falls within our definition of 
labor. However, it would be equally correct to think in -.terms of 
four factors, thus setting off the services peculiar to the function 
of the entrepreneur from the other services of labor. 

No corresponding class division. Whether we think of three fac- 
tors or four, we must remember that this analysis of the factors of 
production does not imply a corresponding exclusive classification 
of human beings. There are landowners, and owners of capital, and 
laborers, and entrepreneurs; but these groups are not mutually ex- 
clusive. Landowners are frequently owners of capital, and capital 
owners — capitalists — very commonly own some land. 

Many a laboring man is the owner of land, if no more than 
that ori which his home is built. He is often also the possessor of at 
least some small amount of capital, in the form of stocks and bonds 
or a savings bank deposit. And the entrepreneur frequently owns 
some land and is generally a considerable owner of capital. 

Division of labor: Cooperation. The key to an understanding of 
the complexities of present-day production is to be found in the 
idea of cooperation. By this is meant that the diverse elements in 
society are consciously or unconsciously working together toward 
a common end. 

There are historical examples of communities working together 
and consciously regulating their various relationships to each other. 
Such societies as the Oneida Community, the Amana Society, Brook 
Farm, and others were organized for this purpose. These examples 
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o£ small isolated socialistic communities are, however, oi only 
iocidential interest to our present inquiry. Our task is to obtain a 
bird*s-eye view of our present-day economic organization in order 
that we may see in what sense it is a cooperative system and may 
discover the motive forces which impel the various members of so- 
ciety to work together and the regulating forces which direct 
tlieir eflEorts. 

Probably the earliest and certainly the simplest type of coopera- 
tion is found where men get together to perform a task which is too 
great for the strengtli of a single man. In former years the farmers 
of New England worked together at a barn-raising or in lifting a 
millstone into place. Ther<i are and always will be in everyday 
life countless examples of this form of cooperation, which we may 
call simple cooperation, and which is distinguished by the fact that 
the several cooperating workers are all performing the same kind of 
work. 

Division of labor. Cooperation becomes of vastly greater impor- 
tance when it passes beyond this simple stage and leads to specializa- 
tion, in which each worker confines himself to one kind of work, 
made possible for him because other kinds of work are cared for 
by other workers. Such cooperation is called dwision of labor. It is 
of varying complexity according to the degree of specialization. 

The first steps occur when industry is separated into distinct 
trades, when one man de totes his entire time to making shoes, 
another to raising wheat, another to making cloth, and so on 
through the various trades with which we are familiar. But the 
mere separation of trades, in which each worker performs all the 
several operations of his own trade, taking the raw materials and 
finally turning out the finished product, has only begun to explore 
the possibilities of division of labor. Every trade is itself a complex 
of many distinct operation!*, and division of labor has not reached 
its final goal until each of these operations is made a separate task 
and assigned to a special group of workers. Although it did not 
originate there, it is in thd modern factory that the more complex 
division of labor has been developed to its highest point. Here wc 
see the extent to which it has been found possible to split a trade 
up into distinct minor opierations, each performed by a diflercnt 
group of workers. In the making of a pair of shoes the soles are 
cut by one man, the various parts of the uppers by others, one part 
is stitched by still another, and so on. 
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Complex division of labor may be carried on without power 
machinery, but its possibilities are usually greatly enhanced by the 
employment of machinery for many of the operations. In • the 
making of the Goodyear welt shoes it is said that there are 185 
distinct operations, of which 157 are performed by machines. 

Economies of division of labor. The predominant fact about 
division of labor is that it increases man's efficiency in production. 
In the first place, division of labor, by permitting each worker to 
specialize upon one trade or even upon a single operation in a 
trade, permits him to acquire a degree of skill and dexterity which 
would otherwise be out of the question. Constant repetition gives 
a manual dexterity which soon becomes automatic and almost 
unconscious. Just so far as it is necessary to think out the next 
move, speed is hampered. Furthermore the simplification of the* 
individual operations in a factory makes it possible for a worker 
to become amazingly skillful in his given operation. 

Division of labor also makes possible the saving of tirhe which 
the unspecialized worker wastes in putting away the tools required 
for one job and getting the tools for another. A certain amount of 
time is used in really getting started, in deciding where and how to 
begin on the new job. When the day is divided among several dif- 
ferent tasks, much time can be wasted in the motions of work with- 
out accomplishing a great deal. 

When division of labor does not prevail, there is also the social 
waste which comes of leaving tools idle during a good part of the 
day. If analyzed, it can be seen that this is also a waste of tinie for 
the grQup as a whole. Assume that we have five individuals and five 
possible trades. If each individual follows all five trades, twenty-five 
sets of tools are necessary; if there is specialization, only five sets 
will be required, and they can certainly be made in a fraction of 
the time required to make the twenty-five, thus releasing labor for 
other employment. 

Division of labor not only economizes the use of tools and ma- 
chines, but it leads to the invention and utilization of complicated 
labor-saving machinery which would otherwise not be possible or 
economical. As the processes of any trade are subdivided each op- 
eration becomes more and more simple, and sooner or later it be- 
comes possible to turn over the simpler ones to machines, thus 
setting free labor for other tasks and increasing the product of 
industry. The reduction in the physical labor of tending machines 
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has made it possible to use 'v^omen for a variety of tasks which men 
alone used to perform, and the decreased difficulty of the task itself 
has "considerably shortened i:he time spent in acquiring the neces- 
sary skill to perform it. 

Finally with division of li^bor it becomes possible for a man to 
find the work for which he is best fitted and in which he can show 
the greatest dexterity and speed. It by no means follows that in our 
society this adaptation will always take place, and in many cases 
it is quite apparent that it does not take place. There is a tendency 
to follow customary lines of work. The son of a banker may follow 
banking as the line of leaf^t resistance, even though his natural 
bent may be in the direction of medicine. There is many an auto- 
mobile mechanic who woulci be a more useful member of society as 
a farm hand, and doubtless many a farmer who is wasting his tal- 
ents on the farm. But there is at least the possibility of this adapta- 
tion today, whereas formerly nearly every man had to be a farm 
laborer whether he would not. 

As a special application of this principle, we have the inestimable 
advantage of giving full-tinie employment to capable business lead- 
ers, who fill such an important place in our economic organization. 
If one will think of some oif the great industrial leaders — Carnegie, 
Harriman, and Ford, to rjiention only three names — and try to 
imagine them in the medie^^^al period in any rank of life he chooses, 
he can better appreciate tlic extent of the opportunity which the 
present organization of society gives to native talent and the de- 
gree to which society profits from the exercise of such talent. 

All of these results of division of labor promote production by 
economizing labor, increasing its efficiency, and making more ef- 
fective use of capital. Witp a given amount of human labor there 
emerges a richer flow of commodities and services for the satisfac- 
tion of human wants. Or we can look at it from another standpoint 
and say that division of ffibor makes it possible to turn out the 
same quantity of goods witlh less expenditure of effort, thus leaving 
more leisure for the enjoyment of the products of industry. 

Effects on labor. It is sometimes objected that modern specialized 
labor is monotonous and [deadening in its effects on the workers, 
that modern machine-tenaing is so largely automatic that skill is 
at a discount and labor is [kept at a dead level, that the highly spe- 
cialized laborer is unfitte^ for work in another trade. There is 
doubtless some measure qf truth in these charges, but they may 
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easily be exaggerated. Labor prior to the development o£ modern 
industry was hardly free from monotony, and the shorter working 
hours of modern industry undoubtedly turn the scale in favo?; of 
the present day as regards the deadening effect of labor. For ma- 
chine labor it can be said that, automatic though it be, the de- 
mand for skilled labor is still active and that labor could scarcely 
be more nearly on a dead level than it was during the precapital- 
istic era. The charge that specialized training today makes change 
of occupation difficult is the reverse of the truth. An operative in a 
watch factory could fit into a bicycle factory more easily than a 
house painter could become a blacksmith. On the whole such draw- 
backs as are inherent in the division of labor are certainly not suffi- 
cient to prevent its net effect being overwhelmingly on the credit 
side of the account. 

Division of labor and the extent of the market. Whether the 
farmer builds his own barn in addition to farming or hires a car- 
penter to do it for him depends in part on conditions over which 
he, as an individual, has little or no control. Assuming that his true 
bent is farming, he will prefer to hire the carpenter, but if he 
cannot sell the wheat that he does not need for his own family, he 
will have to build his barn. If the carpenter cannot sell his services 
he is forced to raise his own wheat, even though he be an indiffer- 
ent farmer. 

The possibility of exchanging the surplus which one individual 
produces is a necessary preliminary to division of labor, and as 
exchange becomes easier there is a tendency to subdivide the .tasks 
and to proceed from simple to complex division of labor. When 
the market consists only of the town and the countryside, the vil- 
lage cobbler has little use for assistance and can himself fabricate 
the whole shoe. If he does require one or two helpers, there will be 
little division of labor among them. Each will be able and will be 
required to make a whole shoe, although it may develop that one 
will be particularly skillful in a special part of the work and de- 
vote a large part of his time to that operation. But if the shoe- 
maker is called upon to manufacture several thousand pairs of 
shoes a year, it will be economical for him to hire men to perform 
minor operations, for then he can provide them with continuous- 
work. It would further be profitable for him to use machinery to 
perform some of the operations. 

Territorial division of labor. The extent to wrhich division of 
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labor will be carried depends then on the extent of the market, 
on the volume of goods which consumers are willing to purchase. 
TI\e demand for a particular product may increase with the grad- 
ual growth of the population, as the result of a change in popular 
taste, or with the rise of average individual incomes. But in the past 
the most striking cause of increased demand for the product of a 
particular manufacturer or locality has been a widening of the 
market through improvements in the means of transportation; in 
other words, through the addition of a demand which was previ- 
ously satisfied by other producers or not satisfied at all. 

Certain regions are peculiarly fitted by natural endowment for 
the pursuance of certain occupations. The soil and climate of the 
American southern states make them particularly suitable for the 
growing of cotton; the coal and iron of Pennsylvania make special- 
ization in iron and steel products natural; the fertile plains of the 
midwestern states offer unusual advantages for growing grain. The 
specialization in production which is thus dictated is called terri- 
torial or regional division of labor. 

Under almost any circumstances there will be some degree of 
specialization in the products of a t'egion, but unless adecpiate 
transportation facilities exist between different regions each must 
be self-reliant to a great degree. It is a familiar fact that a century 
ago New England was in large measure dependent on her own 
food supply, in spite of the fact that her soil has never been so 
productive as that of the West, Yet New England could not spe- 
cialize in manufacturing until she could market a volume of goods 
far in excess of the needs of her own people and could satisfy her 
food requirements by grain from the West. The great farming 
regions of the West, on the other hand, would never have been 
able to specialize in agriculture except for the possibility of selling 
their products in New England and other regions and purchasing 
from New England and other regions their stock of manufactured 
goods. It was the development of the transportation system that 
made possible this interchange of goods and this territorial division 
of labor, to the great advantage of both regions. 

Division of labor a form of cooperation. Production with di- 
vision of labor is clearly cooperative. Laborers, employers, cap- 
italists, and landowners are working together in the sense that 
each is in part dependent on the efforts of others. In the long 
chain of productive operations each producer is dependent on 
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the one below him for his raw materials. The cotton manufacturer 
relies on the grower of cotton, the cotton middleman, the coal 
miner, the manufacturer of cotton machinery, and literally a host 
of others, to provide him with the wherewithal to conduct his op- 
erations. The agriculturist grows more wheat than he can use, 
confident of his ability to sell the surplus and with the proceeds 
secure the cotton cloth that he needs. 

Cooperation in production consists in the creation of a surplus 
and the exchange of that surplus for the products of others. The 
laborer working for wages just as truly exchanges his surplus as 
does the manufacturer who hires him, for the manufacturer pays 
him the present worth of his product in money instead of giving 
him a portion of the product to sell, as might be done and as is 
sometimes done with farm labor. 

This fact of cooperation is by no means of academic interest 
only; it is of great practical importance. In the past, material prog- 
ress has followed in the steps of cooperation. As in the past so in 
the future, the path of material progress lies in the direction of in- 
creased cooperation, of greater specialization both within industry 
and between regions having natural aptitudes in the production of 
certain goods. Any artificial restraint therefore which hinders this 
specialization decreases by so much the effectiveness of labor. 

EXERCISES 

1. The creation of a physical object may be unproductive; and there may 
be pi'oduction when no physical object is created. Explain what is 
meant, and give illustrations. 

2. Which of the following are producers? Explain in each case. 

(a) A stenographer, (b) A locomotive engineer, (c) A life insurance sales- 
man. (d) A racketeer, (e) A dentist. (/) A mechanic, (g) A beggar. 
(h) A burglar, (i) A professional baseball player. (/) A fortune teller. 

3. A, B, C, D, E, F, G, and H each save |1,000. A buys a piece of land. B 
deposits his savings in a bank. C invests his in the stock of a newly 
formed paper-manufacturing enterprise. D spends his on a trip to 
Hawaii. E sets up an automobile repair shop. F places a |1,000 bill in 
his safety deposit box. G buys a $1,000 bond of the U. S. Government. 
H buys $1,000 worth of stock of the American Telephone and Tele- 
graph Corporation. Explain how each of these activities affects the 
formation of capital. 

4. A producer of shoes makes a profit of $10,000. He takes $5,000 for his 
current living expenses, leaving the rest “in the business.” Explain how 
and to what extent this affects the formation of capital. 
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5. Show what factors of production are combined in each of the follow- 

(af I'dairy fern, (b) A coal mine, (c) A retail store, (d) A doctor’s office. 

" (e) A fishing enterprise. ^ 

6. In each of the enterprises of exercise 5 above, identify the entrepreneur 

’ and describe his contribution to the process of production. 
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The Business Firm 

Junction of the business firm. In the course of the extraordinary 
era of economic progress ushered in by the Industrial Revolution, 
old ways of conducting business have been modified, and new forms 
of business organization have been developed, thus enabling the 
several branches of industry to adapt themselves to changing con- 
ditions and to function more easily and efficiently. Under the con- 
ditions of economic freedom that generally prevailed, the hope of 
increased profits offered the compelling motive back of this evolu- 
tion. 

In the modern free society the business firm is the device used 
by the entrepreneur to bring together the factors of production 
and employ them in producing. We may think of a business firm 
as a combination or collection of items of land, labor, and capital, 
assembled by an entrepreneur for the purpose of making the max- 
imum profit possible through the process of producing and selling 
goods and services to satisfy human wants. 

To obtain the use of the land, labor, and capital required for 
production, the entrepreneur has to offer inducements which' will 
be attractive to those persons who own or control these factors. The 
bringing together of the resources and talents of a large number 
of persons into a cooperative effort in production thus gives rise 
to what may be called the legal problem of establishing and de- 
fining the rights and obligations of each of the participants in the 
cooperative endeavor. 

Each of the several forms of the business firm involves, therefore, 
a particular set of property rights or legally recognized arrange? 
ments under which individuals may combine their resources and 
talents in seeking profits and by which is established the participa- 
tion of each person in the amount of the income earned and in 
the control and risks of the business. From this point of view, 
the business firm is essentially the expression of a group of ideas 
or mutually acceptable arrangements under which individuals are 
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allowed to work together in producing and to act effectively and 
promptly as a group in the multitudinous transactions which busi- 
ness involves. 

The individual proprietorship. The simplest form of business 
firm is the individual proprietorship. In this form of organization 
the proprietor is in sole charge of the business, responsible for its 
success or its failure. He may (in most states) start up in business 
when he chooses and cease operations when he so desires, without 
the bother and expense of legal formalities. Unless an activity is 
specifically prohibited by law, such as the coining of money or the 
carrying of mail, no line of business is closed to him. Responsible 
to himself alone, he is in position to make decisions at once with- 
out seeking either the advice or the assent of an associate, and he 
is thus able to take advantage of the opportunity of the moment. 
His business secrets cannot become common property through the 
indiscretion of associates. 

While there are advantages for the small business in this form 
of organization, there are certain drawbacks which make it un- 
desirable for a concern of any great size. In the first place the 
individual is seldom able to invest as much capital in his own busi- 
ness as can be secured by a partnership or a corporation. And if 
he is able to invest a large amount of capital, the great risk in- 
volved is a deterrent, for he is personally liable for all debts of 
his business. 

Hence at the present time we find relatively few large enter- 
prises organized and operated by a single individual. While the 
number of manufacturing plants owned and operated bj indi- 
viduals is over one-half of the total number, the output of these 
plants forms an insignificant part of the total output. In agricul- 
ture alone the individual is still the predominant figure. 

The partnership. The partnership is a more complex type of 
organization than the individual proprietorship, for it involves 
relations between the individual partners as well as the relation- 
sjiip of the partnership to the public. Essentially it is a voluntary 
association of two or more individuals for the performance of a 
specific or a general object. This object may be accomplished in a 
day or a week, or in any longer period, or the association may be 
formed for more general purposes, such as the establishment and 
operation of a factory. 

In any case the purposes for which the partnership is formed, its 
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■duration, the ways in which it may be dissolved, and the mutual 
rights and obligations of each partner to the other will be the 
subject of an agreement called a contract, usually, but not nejces- 
sarily, set forth in written form. As was true of the individual 
proprietorship, the partnership can be created with little legal 
formality and without delay. 

While the partnership agreement determines the relations be- 
tween the individual partners, it cannot control the relations of 
the individual partners, either singly or as a group, with the gen- 
eral public. Legally, each partner is an agent of the partnership, 
fully empowered to bind the group in all lawful undertakings 
reasonably within the scope of the firm’s business. Each partner is 
thus said to be a general agent for the iBrm. 

In the event of inability to meet all debts from the funds of the ^ 
partnership, each partner is liable to the full extent of his personal 
resources for the debts of the business, even though the agreement 
may make one partner responsible for only a certain proportion. 
If Jones and Brown suffer large losses and the debts exceed the 
resources of the partnership, and Jones finds himself unable to meet 
his share of the losses. Brown must make up the difference if he is 
able to do so. This is known as unlimited liability and is one of the 
chief points of difference between the partnership and the corpora- 
tionA 

The fact that there are several men united together makes it 
possible for the partnership to control a larger amount of capital 
than can the individual. Few concerns are able to finance them- 
selves with their own capital exclusively; they must rely to some 
extent on bank credit, secured through loans from banks, and on 
commercial credit, obtained by purchasing goods to be paid for in 
the future- The ability of the partnership to secure capital in these 
ways is likely to be greater than that of the individual, in so far as 
the unlimited liability of several men offers a greater margin of 
safety to the creditor than the unlimited liability of one. 

Another advantage of the partnership over the individual pro- 
prietorship may come from the association of abilities. An impor- 
tant question will be viewed from more than one point of view, 
and the decision which is reached may therefore be sounder. Off- 
setting this there is the possibility of serious disagreement and 

1 It should be noted that there are a few limited liability partnerships, which 
are in this respect similar to the corporation. These are exceptional. 
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consequent delay in making decisions, but at least snap judgments 
are likely to be avoided. A certain degree of specialization is pos- 
sible, as in a wholesale house where one partner is entrusted with 
the buying, another with the selling, and the third with financial 
questions. 

One of the chief weaknesses of the partnership is the prospect 
of its enforced dissolution on the death of a partner. Under the 
common law doctrine, ^ unless modified by statute law, the death 
of one of the partners automatically dissolves the partnership and 
makes necessary an accounting and distribution to his heirs of the 
deceased partner’s share of the net resources of the partnership. 
This may be a hardship, both to the partnership and to the heirs. 
But the heirs cannot join the partnership without the formation 
of a new partnership. 

The theory on which this doctrine is based is that the partner- 
ship is a peculiarly personal relationship and that anything which 
occurs to interfere with this must necessarily bring the original 
arrangement to an end. A logical corollary is that a partner may not 
transfer his interest in the partnership without causing a dissolu- 
tion of the partnership, because no associate can be forced on the 
other partners against their will. 

But the partnership has such obvious advantages over the indi- 
vidual proprietorship that, before the corporate form was devised 
and made common, it was the prevailing form of organization in 
enterprises of moderate and large size, and it is still not uncom- 
mon to find large concerns conducted for many years under a part- 
nership agreement, although the corporation has steadily increased 
in favor and now overshadows the partnership in importance. 

The corporation: Modern growth. Though the most significant 
type of business unit in the United States at the present time, the 
corporation is of comparatively recent development, the great in- 
crease in the number of corporations having come since the Civil 
War. In the fields of railroading, banking, and insurance the 
jcorporation is practically supreme today. 

Even in manufacturing, where its growth has been slower, it has 
a position of dominance. In 1939, although only 52 per cent of all 

r Common law is based on imivcrsal custom which has received recognition 
and sanction in decisions rendered by the courts. Statute law cotrsists of laws 
enacted by a legislative body, such as the Congress of the United States or the 
legislature of one of the states, and enrolled on the statute books. 
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manufacturing establishments in the United States were owned by 
corporations, they turned out almost 93 per cent of the total value 
of products, and employed nearly 90 per cent of all wage earners 
in manufacturing. In some lines of manufacturing the importance 
of the corporation is even more striking. For example, in the manu- 
facture of rubber boots and shoes, linoleum, flat glass, rayon, and 
steam engines, corporations have entire control. They turn out 
nearly 99 per cent of all the agricultural implements and of the 
docks and watches made in the United States. 

In occupations formerly thought the province of the small re- 
tailer, the corporation has made its appearance, as is evidenced 
by the rapid growth of chain stores in the grocery, drug, tobacco, 
restaurant, and other fields. Taking the nation’s activity as a whole, 
57 per cent of the total American national income in 1929 was* 
produced under the corporate form of business enterprise and the 
remaining 43 per cent under other forms of business organiza- 
tion.^ 

Despite the continued growth in the number and importance 
of corporations, it must not be thought that they have supplanted 
other forms of business organization. In certain lines of industry 
such as agriculture, where the corporation is rarely found, and the 
building industry, the partnership or the individual proprietorship 
is still either the dominant or an important form of organization. 

Nature of the corporation. A corporation has been defined in 
part as *‘an artificial being, invisible, intangible, and existing only 
in contemplation of law.” This definition indicates one of the-most 
distinctive characteristics of the corporation; in the eyes of the 
law it is a legal or artificial being, a fictitious person, conceived to 
have an existence apart from that of its owners. By contrast, the 
partnership exists in the persons of the partners. For example, suits 
by or against the partnership are brought in the names of the part- 
ners, but the corporation sues and is sued in the corporate name. 

Furthermore the corporation depends for its existence upon the 
sanction of the law. The individual businessman and the part- 
nership carry on business by virtue of rights long recognized by 
common law, but the corporation exists only through the ofi&cial 
act of the state. If the organizers fulfill the requirements as laid 
down in the corporation laws and make application in due form 

1 Twentieth Century Fund, Inc., Big Business: Its Growth and Its Place, New 
York; The Fund, 1937, p. 17. 
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to the proper state official, a charter, or certificate of incorporation, 
will be issued to them defining the rights and duties of the corpora- 
tioti. 

Called into being by the act of the state, the corporation exer- 
cises only such powers as have been conferred upon it. A partner- 
ship may engage in any activity which is not prohibited, but the 
corporation is restricted to the range of activities sanctioned by 
the terms of its charter or the general laws, either explicitly or im- 
plicitly, as essential to its existence. Acts beyond the scope of the 
corporation's powers are termed ultra vires and may result in the 
revocation of the charter and the dissolution of the corporation. 

The doctrine of personal relationship, which is stressed in part- 
nerships, is not so important in the case of corporations; the asso- 
ciation of capital is of greater significance than the association of 
individuals, and this finds its exemplification in the right of each of 
the owners in the corporation — ix., each shareholder — to transfer 
his property rights in the corporation at will, without seeking the 
assent of the other owners, either individually or collectively. It 
follows that the death or disability of one of the owners (share- 
holders) in the corporation does not bring about its dissolution. 
This makes the corporation a more permanent form of organiza- 
tion. 

Another distinctive feature of the corporation, as compared 
with the partnership, is the limited liability of the owners in the 
corporation for corporate debts. This is not a necessary mark of 
the corporation; there have been corporations the shareholders of 
which have had full personal liability for corporate debts, but it is 
usual at the present time to limit the liability of the owner to his 
investment in the business. A man who has purchased 500 shares 
of stock in a corporation is liable to lose what he paid for them, 
but the law does not lay hold of his personal resources to satisfy 
the creditors of the corporation, except in certain special cases 
where the law provides for double liability, as it formerly did in 
the case of stock issued by national banks. In this instance the 
owner of a $100 share of stock in a national bank ms not only 
subject to the risk of losing the money he had invested but could 
also be required to contribute $100 more to meet the debts of the 
bank. 

Finally we should note that the conduct of the affairs of die 
corporation is delegated by the owners to hired managers. The 
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shareholders elect representatives from among themselves, called 
directors, to care for their interests and to supervise in a general 
way the operation of the business, but the active management of 
the corporation falls upon the officers, who are elected by the di- 
rectors. The board of directors is the policy-forming body. The 
stockholders do not participate directly in policy-forming or in the 
routine conduct of the business, though there are certain actions 
of the directors which law and custom require the stockholders to 
approve. 

Capital stock. A corporation's capital stock represents ordinarily 
the original and permanent investment of the owners in the cor- 
poration. Suppose that a group of men incorporate the Steel Manu- 
facturing Corporation and agree to contribute $1,000,000, divided 
into 10,000 shares of $100 each. A takes, let us say, 5,000 shares, and 
pays $500,000 into the treasury for them; B takes 1,000 shares, and 
so on until all the shares are sold. The corporation now owns 
$1,000,000 in cash, and the organizers of the corporation have cer- 
tain property rights in the corporation. 

The collective name for these property rights is capital stocky and 
if we say that the capital stock of the company is $1,000,000, we 
mean that $1,000,000 is the stated amount of the capital stock issued 
to the stockholders and that this is the accounting estimate of the 
amount which has been contributed by them to the firm. 

Each owner of a share of stock, or shareholder, becomes a part 
owner in the corporation, and as such is possessed of certain rights 
in the corporation, such as the right to receive dividends when 
legally declared, the right to share in the resources of the company if 
it is liquidated, and usually the right to vote at the meetings of 
the shareholders. 

A certificate of stock, signed by the proper officials of the cor- 
poration, serves both as evidence of the shareholder's rights of 
ownership and, when properly endorsed, as a convenient method 
of transferring his rights to another. It must be emphasized that 
a stock certificate is not synonymous with a share of stock; a share^ 
is one of the units into which the total property rights of the 
owners have been divided, and the certificate is merely presump- 
tive evidence that a part of the total rights is vested in the holder. 
This is an example of the distinction between a property right and 
the document in evidence thereof, which was pointed out in Chap- 
ter I. 
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Many corporations find that their financial needs are best met 
by the issue of two types of capital stock, which differ from one 
another in some important respects. These are common stock and 
preferred stock. Common stock usually carries with it the exclu- 
sive right of voting at shareholders' meetings. Preferred stock also 
may confer the right of voting, but usually the preferred stock- 
holder has no voice in the management so long as his dividends are 
regularly paid. The ownership therefore of more than one-half of 
the outstanding common stock will give control of the corporation, 
since the owner has one vote for each share of stock he holds. In 
fact in a large corporation a much smaller percentage will usually 
suffice because of the lack of interest on the part of a number of 
the small stockholders and of division among the larger ones. 

Dividends are declaimed on common stock by action of the board 
of directors when profits have been earned and when it is judged 
wise to distribute them, and the amount or the rate of the divi- 
dend is entirely within the discretion of the board. Hence the 
stockholders in a new corporation are uncertain of a return on their 
investment for some time, conservative policy dictating that the 
earnings be reinvested in the business. 

If the corporation succeeds in establishing a sound business, its 
dividend rate may be stabilized, and if it should prove especially 
successful it might have a dividend rate much higher than the rate 
of yield on any other type of security. 

Preferred stock differs from common stock in that a fixed rate 
of return must be paid as a condition of any dividend payment 
on the common stock. Accordingly the rate of return is somewhat 
lower than that which can be expected eventually, and as a general 
rule, from common stock. 

A preferred stock is said to be noncumulative when the preferred 
stockholder has no redress in case the company is unable to pay 
dividends in any given year; Le., even though during the succeed- 
ing year large profits are made, he does not then receive dividends 
for the previous year. 

But preferred stock is more frequently cumulatwe* Then all cur- 
rent and back dividends on this stock must be paid before any 
dividends can be declared on the common stock. This protects the 
preferred stockholder against manipulation of the accounts to con- 
ceal profits and avoid thereby the paying of dividends. 

Preferred stock may also be participating. This means that when 
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a dividend has been paid to the common stockholders at the same 
rate as to the preferred stockholders, both the common and the 
preferred stockholders share, in proportions already determined,' in 
any further dividend payments made for that dividend period. 

The owner of this type of stock has preference over the common 
stockholder in another direction also; i.e., in the distribution of 
assets in case of liquidation. The common stockholder receives hia 
share of the assets only after the preferred stockholders have been 
paid in full. If the remaining assets are insufficient to redeem the 
common stock in full, the amount is divided pro rata among the 
common stockholders; if there is more than enough to redeem 
the common stock, then the remainder is usually divided pro rata 
among the common stockholders. 

Bonds and notes. Another part of the funds for the operation of 
the corporation is often secured through the sale of its bonds and 
notes. A bond is a certificate of indebtedness issued by a corpora- 
tion, bearing interest at a stipulated rate and payable at stated 
times, and having a certain number of years to run before the cor- 
poration is obliged to redeem it. Essentially it differs from a promis- 
sory note only in the length of time before maturity, the type of 
security on which it rests, and the greater formality with which it 
is issued. 

The notes of a corporation, apart from the promissory notes of 
a few months’ duration, partake of most of the characteristics of 
the bond. The majority of them however run for a few years only, 
whereas bonds may mature many years after their issue. The notes 
frequently pay a higher rate of interest than do the long-time 
bonds. This arises from the fact that note issues are often resorted 
to at a time when the ruling rate of interest is too high to make 
it desirable to issue bonds; by the time the notes mature it is 
expected that the interest rate will have fallen so that, if necessary, 
long-time bonds may be sold to replace them. 

The bondholder has no voice in the management of the business 
so long as his interest payments are met with regularity, except in sa 
far as his contract with the corporation may limit its freedom of 
action in respect of matters which have a bearing on its ability to 
pay the principal or interest of the bond. If the security behind the 
bonds is a mortgage on the physical equipment of the concern, 
as is frequently true, default in the payment of either interest or 
principal may force the bondholders to foreclose the mortgage and 
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take over the operation of the business to protect their own in- 
terests. In the liquidation of a business the bonds are redeemed 
before either pj'efcrred or common stockholders receive anything. 

Stocks and bonds compared. The essential distinction between 
stocks and bonds is that the latter represent a definite contract on 
the part of the corporation to pay money to the bondholders, 
whereas stocks only entitle their holders to receive their shares of 
such business profits as may be earned and their shares of the 
corporation’s net assets upon liquidation. 

As regards the risk of failure to receive payment of income and 
return of the amount invested, the bonds of any given corporation 
are obviously safer than its stocks. On the other hand, they carry 
no chance of returns beyond the fixed interest rate, and they give 
no control over the conduct of the corporation's business. Pre- 
ferred stocks carry more risk than bonds but give the chance of a 
somewhat larger return; they generally give no control. The com- 
mon stockholders take the greatest risk but enjoy the chance of 
the highest return; and they have usually complete control of the 
corporation’s management. 

Of course this does not mean that bonds are always safer than 
stocks. The stocks of a sound, well-managed corporation would 
carry less risk of loss than the bonds of a corporation whose assets 
were of questionable value or whose management was inefficient 
or dishonest. 

There is however another risk to which all investors arc subject; 
i<?,/the risk of a decline in the purchasing power of the monetary 
unit. Here the bondholder bears the greater risk. Both his income 
and his principal are defined in the contract witli the corporation 
in terms of dollars. If the general level of prices should rise, the 
bondholder, with the fixed number of dollars received as interest 
from each of his bonds, could buy a smaller quantity of com- 
modities. The shareholder, either by an increase in the dividend 
rate or through an appreciation in the mai'ket value of his secur- 
ities, may be left in a financial position substantially unaltered or 
even improved. By the same token, the bondholder stands to gain 
from a fall in the general level of prices which is not violent 
enough to threaten the soundness of the business. The stockholder 
gambles more than the bondholder on the success of the enterprise. 
The bondholder gambles more than the stockholder on the price 
level. 
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The property account of a corporation: Assets and liabilities. 
Many of the features of fundamental importance in connection 
with the corporation can be illustrated to best advantage by tlie 
use of a simple property account ^ or balance sheet, 

A balance sheet is a record, as of a particular time, of a real or 
fictitious person's assets and liabilities and of the relationship be- 
tween them. Assets consist of wealth and property rights against 
other free persons and their wealth; a person’s liabilities are prop- 
erty rights of others against him or his wealth. Thus if A owns a 
house, it appears on the asset side of his account; his promissory 
note to B for $500 appears on the liability side of his account and 
on the asset side of B's account. 

Referring to our former example we will assume that the Steel 
Manufacturing Corporation has been incorporated with a capital 
stock of $1,000,000, all of which has been paid for in cash. The 
balance sheet would then appear as follows: 

BALANCE SHEET OF STEEL MANUFACTURING 
CORPORATION 

July 1, 1937 

Assets Liabilities 

Cash $1,000,000 Capital Stock $1,000,000 

Before there can be a balance sheet, a fund of assets must have 
been segregated under a common ownership and control. These 
assets are owned by the corporation. Thus cash appears on the 
assets side of the balance sheet above. The total of claims against 
the corporation and through the corporation against its assets must 
be equal to the total fund of assets. These claims are called equities 
or liabilities. The corporation's capital stock is such an equity, since 
it represents the stockholders' claims against the corporation; it 
therefore appears on the liability or equity side of the balance 
sheet. 

Now let us assume that the corporation markets $500,000 worth 
of its bonds, and spends $1,200,000 for plant, including machinery, 
etc. Its balance sheet would then read as shown in the balance sheet 
at the top of the following page. 

We have now two types of liabilities — the capital stock, which is 
a property right of the owners, and the bonds, which are property 
rights of outsiders or creditors. 
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BALANCE SHEET OF STEEL MANUFACTURING 
CORPORATION 

July 31, 1937 

AsseU Liabilities 

Cash I 300,000 Bonds % 500,000 

Plant 1,200,000 Capital Stock 1,000,000 

SI, 500, 000 $1,500,000 


During the next ten years the plant is in operation making and 
selling the goods for which it was built. It has sold some of its 
goods and has purchased some of its raw materials on credit; it 
has on hand a supply of materials of various kinds, raw and fin- 
ished, and it has increased its investment in the plant. Furthermore 
the years have been profitable, and we find all this reflected in the 
balance sheet of July 1, 1947, below. 

BALANCE SHEET OF STEEL MANUFACTURING 
CORPORATION 



July 

1, 1947 


Assets 


Liabilities 


Cash 

S 102,560 

Accounts Payable 

$ 60,000 

Accounts Receivable 

75,000 

Notes Payable 

50,000 

Notes Receivable 

25,000 

Interest due Bondholders 

15,000 

Raw Materials 

100,000 

Bonds 

500,000 

Finished Goods 

150,000 

Capital Stock 

1,000,000 

Plant 

1,800,000 

Surplus 

627,560 


$2,252,560 


$2,252,560 


Some of the items on this balance sheet need explanation, lire 
items “accounts receivable” and “notes receivable” among the assets 
are property rights which the corporation has against other persons 
and which are evidenced respectively by entries on the books of the 
corporation and by promissory notes. Presumably they arose from 
the sale of goods. Corresponding items among the liabilities refer 
to similar obligations to others on the part of this corporation. 

The other item which needs explanation is the surplus. It wdil 
be noted that since the date of the last statement our assets have 
grown from 1 1,500, 000 to $2,252,560, an increase of $752,560. At 
the same time claims of outsiders against the corporation have 
grown from $500,000 to a total of $625,000 (bonds, interest due, 
notes payable, and accounts payable), an increase of $125,000. The 
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increase in total assets exceeds the increase in liabilities to out- 
siders by $627,560. This represents a gain from all the corpora- 
tion’s business, and this gain belongs to the stockholders. 

The corporation can never have assets greater than its liabilities; 
they must always balance. To indicate the growth in the value of 
the stockowners’ holdings we might possibly add the $627,560 to 
the capital stock, but it is desirable to leave this item intact, in 
part to show the amount of the original investment, and partly for 
technical reasons. This new item is therefore introduced to repre- 
sent the growth in the owners’ share in the assets of the corporation. 

It should be emphasized that surplus is not cash or money or any 
form of wealth. It is a property right. The sum of capital stock and 
surplus gives the accountants’ estimate of the total worth of the 
property rights of the owners against the corporation and is known 
as the owners' equity in the corporation, or the net worth of the 
corporation to the owners.^ The net worth may always be found 
by subtracting the liabilities to all others than the owners from the 
total of the assets. In any balance sheet, the asset side is a list of 
property rights against wealth and persons, whereas the liability or 
equity side shows to whom these property rights as a whole belong. 
The liability side is thus a record of ownership. 

Losses and insolvency. The relationship between these items 
representing ownership may perhaps be made clearer by taking a 
case of declining assets. Referring again to the balance sheet of 
July 1, 1947 (on page 46), let us suppose that a note for $10,000 
proves to be uncollectible, making it necessary to reduce the notes 
receivable and the total assets by $10,000. Losses fall first upon the 
owners of the business, and we will therefore reduce, the surplus 
by $10,000 to make the two sides balance. A fire occurs and wipes 
out the plant entirely, causing a loss of $500,000 in excess of the 
insurance. The total assets will be decreased by $500,000, and an- 

iThe word ‘'capitar' is a much abused term, used in various senses which 
have become so entrenched in popular and even scientific language that we, 
unfortunately cannot restrict it to one meaning without too violent a break with 
common usage. We have already defined capital as one of the factors of produc- 
tion (see Chapter n). We must now note that the term “capitaE’ may be used 
also to designate what is in the text called the '‘net worth’' of a corporation or 
of a partnership or individual. This should always be distinguished from the 
“capital stock” when it is not the same as the net worth. And finally we may 
use the same overworked term to designate all the resources at the disposal of a 
business enterprise, incorporated or not; that is, the total assets. 
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Other $500,000 will be subtracted from the surplus and from the 
total liabilities or equities. 

-Losses can continue to occur without affecting the outside cred- 
itors' position until the point is reached where capital stock and 
surplus have been wiped out entirely. When that point is passed, 
the corporation is said to be insolvent. In precise terms a cor- 
poration is insolvent when its assets are less than its liabilities to 
others than the owners. When the assets are equal to or greater 
than the liabilities to outsiders, the corporation is solvent. 

The value of stock. It has been customary to assign a definite 
value to each share oi stock and to engrave this value on the stock 
certificate. This value is known as the par valiie^ and the par value, 
multiplied by the number of shares outstanding, gives the figure 
at which the capital stock is carried on the books of the corpora- 
tion. 

While there are certain conveniences which attach to this cus- 
tom, it has tended to confuse certain investors and others as to 
the true worth of a share of stock as reflected in either its actual 
or potential earning capacity. To engrave on a certificate of stock 
the words ‘"Shares, $100 each” may be but the expression of a pious 
hope; the shares may be worth no more than the paper on which 
they are printed, or they may be worth much more than $100 per 
share. The increasing use of stock with no par value assigned is 
evidence of the recognition of this fact. 

A somewhat more reliable index of real worth than par value 
is found in the book value of each share of stock. This is easily 
obtained by taking the amount of the owners’ ecpity as shown by 
the balance sheet and dividing it by the number of shares. Accord- 
ing to the last balance sheet above, the owners’ equity was $1,627,- 
560, and there were 10,000 shares outstanding; each share must 
then have a book value of $162,756. The book value fluctuates wdth 
the increase or decrease in the owners’ equity; large earnings swell 
the surplus and send the book value up, while losses, which of 
course must be borne by the owners, decrease the surplus and 
cause book value to decrease. Since the asset values on the balance 
sheet consist predominantly of historical costs, rather than the 
present values, the book value per share of stock does not purport 
to represent its real, or market, value. 

A third concept is the market value of a share of stock, or its 
selling price in the open market. This is based on the estimate 
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of the dealers in the market of the earning power of the corpora- 
tion. If there is an active market for the stock of a particular cor- 
poration, enough interest will be manifested by investors and pro- 
fessional traders in the affairs of the corporation so that the market 
value, aside from temporary speculative fluctuation in either direc- 
tion, may be taken as a fairly trustworthy indication of its true 
value. It represents the appraisal of those who may be presumed 
most competent to judge. 

Interest payments and dividends. We have already stated that 
the payment of interest on bonds is a part of the contractual rela- 
tion between the corporation and the bondholder. If we assume 
the interest rate in our example above to be 6 per cent per annum, 
payable semiannually, the corporation evidently has a charge of 
$15,000 to meet every six months. The payment of $15,000 for this 
purpose would change our balance sheet as follows: (1) cash would 
be decreased by $15,000, and (2) the item ''interest due bond- 
holders” would be wiped out entirely.^ A simultaneous and equal 
change in both assets and equities leaves the totals equal, and no 
further change in the statement is required. 

Let us assume next that the directors decide to pay a 5 per cent 
dividend in cash to the stockholders. This means 5 per cent on 
the capital stock, which is $50,000 or $5.00 per share of stock. Cash 
would be decreased by $50,000, and surplus would be similarly de- 
creased. The owners’ equity is reduced to $1,577,560, and if we 
calculate the book value of each share of stock we will see that it is 
now $157,756 (/.e., $1,577,560 divided by 10,000); in other words 
it has decreased by precisely the amount paid in dividends on each 
share of stock. 

Stock dividends. Suppose the Steel Manufacturing Corporation 
decides to declare a stock dividend of 50 per cent. Each shareholder 
will receive half as many shares as he now possesses. A, who owns 
5,000 shares, will receive 2,500, and the other shareholders in pro- 
portion. Clearly this does not disturb the assets in the slightest; so 
far as our statement is concerned all the changes will be among the 

1 From the fact that the item “interest due bondholders” in the statement of 
July 1, 1947, is .|1 5,000, the exact amount of the semiannual interest charge, we 
infer that this is the date on which the semiannual payment of interest is due. 
On any other date this item would be something less. Immediately after the 
payment it is zero, as stated in the text; thereafter it increases gradually, as the 
liability “accrues,” until it again reaches |1 5,000 on the date when payment is 
due six months later. 
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equities. Capital stock will be increased to $1,500,000 and the sur- 
plus o£ $627,560 will be reduced to $127,560. The net worth of the 
business is not altered, but the book value of each share of stock 
is decreased, for now we divide the net worth by 15,000 instead 
of by 10,000. 

It is quite evident that the position of the stockholders has not 
changed at all so far as their claims upon the assets of the cor- 
poration are concerned. The 5,000 shares which A owned had 
a book value befoi'e the stock dividend of $162,756 per share, or a 
total value of $813,780; now he holds 7,500 shares, each having a 
book value of $108,504, or a total value of $813,780. The book 
value per share of stock has declined, but the total book value is 
not affected. In fact the stock dividend, except in a figurative sense, 
is not a dividend at all, but merely a transfer from surplus to 
capital stock. 

Since the stock dividend makes no change in the position of the 
stockholder with respect to the corporation, it may be asked what 
purpose it can serve. Without attempting a complete answer, the 
two most common purposes may be cited. 

In the first place, it may happen that the market value of the 
stock is so far in advance of the par value that a share of stock is 
less easily traded in. Five shares which sell for $100 each are much 
more convenient than one share which sells for $500. The stock 
dividend may then be resorted to in order to increase the number 
of the shares and lower the value of each. But the chief motive is 
probably to avoid the appearance of unusually high profits and 
high dividend rates. A dividend of 20 per cent on a capital stock of 
$1,000,000 is no greater than a dividend of 10 per cent on a capital 
stock of $2,000,000, but it seems greater; the former may attract 
considerable notoriety, lead to the suspicion of monopoly, and 
invite competition, while the other passes by without exciting 
comment. 

Watered stock. Stock is said to be **watered’* when the corpora- 
tion issuing it has not received full value for it. There are several 
different ways of watering the stock. One of the most common is to 
issue stock in payment for property or services which are over- 
valued. This may be done innocently and in good faith, or it may 
be done with intent to defraud. Suppose that $100,000 worth of 
stock, par value $100 per itlipe, is sold to investors for cash, and 
that another block of $I0im is given in payment for a tract of 



THE corporation’s INCOME ACCOUNT 51 

land which, at the most liberal estimate, is worth not more than 
150,000. The statement would show assets of $200,000 and liabilities 
of $200,000, and the book value of each share would be $100.^ A 
true record on the books of the corporation of the value of the 
assets would, however, record them as worth $150,000 and would 
thus show a book value of only $75 per share. 

A stock dividend without a sufficient surplus to justify it is a form 
of stock-watering. In our example on page 49 a stock dividend of 
$1,000,000 could have been declared only by raising the recorded 
value of the assets by $372,440. 

The essence of stock-watering is overvaluation of the assets of 
the corporation. Like the legitimate stock dividend, its purpose may 
be to disguise large profits, though in this case it really conceals 
them instead of merely avoiding an appearance of high profits. 
Whatever its purpose, stock-watering involves falsification of ac- 
counts and carries at least the presumption of dishonest intent. 

The corporation’s income account. The balance sheet or property 
account of a corporation shows the condition of business at a given 
instant of time, but it does not give all the information that may be 
required regarding the condition of the business. Even a com- 
parison of two such accounts for successive years, while more in- 
forming than a single balance sheet, does not tell the whole story. 
It does indeed show the changes in the various items in the balance 
sheet, and it may shed some light on the profitableness of the busi- 
ness, but it does not tell us how the changes have come about, nor 
the amount of the profits or the losses, nor what has occasioned 
them. To complete the picture we must have another account, 
called the income account or the profit and loss statement, which 
gives in condensed form the history of the operations of the business 
over the accounting period in question. 

The first goal of the profit and loss statement is to record the net 
pi'ofit from the operation of the business. For purposes of illustra- 
tion, let us assume that the City Grocery Company is dealing in 
eggs solely. Its sales of eggs in the year 1946 amounted to $215,000. 
On January 1, it had on hand eggs which cost it $40,000. During 
the year it purchased eggs costing $171,200, and it paid out in 
freight and cartage $3,100 to bring these eggs to its warehouses. 
At the close of the year it had on hand eggs which had cost $42,300, 
From these figures we can compute the cost of goods sold, as fol- 
lows: 
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Inventory Jan. 1, l|946 

$ 40,000 

Purchases 

171,200 

Freight and cartag^ inward 

3,100 


1214,300 

Inventory Defc. 31, 1946 

42,300 

Cost of goods sold 

1172,600 


111 addition to the cost bi goods sold, there arc oilier expenses 
ivhich have been made and must be deducted. Expenditures for 
advertising, salesmen’s salaries, commissions, and the maintenance 
of a delivery service arc necessary to keep the mcrciiandisc moving 
from the warehouse to the consumer. Expenditures of this type are 
classified as selling expense!^ and must be deducted from gross profit. 
They cannot be included | in the cost of goods sold, because, for 
the most part, they do ndt relate to any particular sale. Commis- 
sions could conceivably be deducted from selling prices, but con- 
venience and uniformity demand that they be grouped with the 
other selling expenses. 

In seeking the final net profit from operation it is also necessary 
to take into account another major group of expenses known as 
general and administrative expeyise. Such arc salaries to execu- 
tives and to the office employees who keep the books and accounts, 
send out monthly statements, make collections, adjust complaints, 
supervise the purchasing of merchandise, etc. Office supplies of all 
kinds are consumed. Moreover, provision must be made for ware- 
houses, offices, showrooms, etc., with ail the necessary equipment, 
and depreciation on all tnese assets must be treated as an expense. 
Characteristic of these expenses is the fact that they relate almost 
entirely to periods of time rather than to the volume of sales. De- 
preciation occurs, and rent and taxes accrue at a uniform ixite 
whether sales be large or small. 

We are now ready to set up the complete statement showing the 
net profit from operation or 7 iei profit on sales. 

Logically the profit add loss statement should stop at the net 
operating profit, but in every business there are incidental receipts 
and payments, usually financial in character and not a part of the 
principal business of the corporation. Space may be leased to an 
outside tenant; interest ipay be received on investments; rent or in- 
terest may be paid; discounts may be earned or given, and the like. 
For want of a belter title such income is called oilier mconie and 
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such expenses other expense. Adjusting the net operating profit for 
these additional items gives the net profit for the year, as below. 

PROFIT AND LOSS STATEMENT OF THE CITY GROCERY COMPANY 

(For the year ending December 31, 1946) 


J^et Sales 


$215,000 

Operating Expenses: 

Cost of Goods Sold 

Selling Expense: 

S172,000 


Advertising 

S 5,000 


Salesmen’s salaries 

10,000 


Delivery expense 

General and Administrative Expense: 

3,000 $ 18,000 


Salaries 

Sll,200 


Office expense 

3,240 


General expense 

2,000 


Depreciation 

1,500 


Taxes 

800 $18,740 

$208,740 

Jsfet Operating Profit 

Add: Other Income: 


$ 6,260 

Interest earned 

$ 300 


Rental income 

240 

540 



$ 6,800 

Deduct: Other Expense: 



Interest paid 

$ 1,100 


Loss on sale of real estate 

700 

1,800 

Net Profit 


$ 5,000 

Dividend declared 


$ 3,000 

Net addition to surplus 


2,000 

Surplus, December 31, 1945 


13,500 

December 31, 1946 


$ 15,500 

A comparative balance sheet for the beginning and ending of the 

accounting period is given below. 



COMPARATIVE BALANCE SHEET OF THE CITY GROCERY COMPANY 

(As of the close of business December 31, 1945, and December 31, 1946) 

Assets 

Dec. 31, 1945 

Dec. 31, 1946 

Cash 

$ 5,000 

$ 4,200 

Accounts receivable 

30,000 

32,500 

Inventory 

40,000 

42,300 

Fixed assets 

25,000 

31,000 


$ 100,000 

$ 110,000 

Liabilities 



Accounts payable 

$ 26,500 

$ 34,500 

Mortgage payable 

10,000 

10,000 

Capital stock 

50,000 

50,000 

Surplus 

13,500 

15,500 


$ 100,000 

$ 110,000 
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From this we see that the net worth of the business has increased 
by $2,000, but the balance sheet does not show us what brought 
this about. Nor does it tell us that $3,000 was earned, declared, and 
paid out in the form of dividends. For this and other facts, we 
must have recourse to the income account. Neither the balance 
sheet nor the income account by itself is sufficient; together they 
show us in what respects the business has changed and what has 
caused these changes. 

Accounts of individual proprietorship and partnership- In the 
foregoing analysis of business accounting, we have used examples 
of the balance sheet and profit and loss statement of a corporation. 
The same accounting principles and practices apply also to the in- 
dividual proprietorship and the partnership. As regards the balance 
sheet, the only difference is that the statement of the individual 
proprietorship or the partnership would not contain the item, capi- 
tal stock, or surplus. Instead there would ordinarily be simply the 
term ''capital.'’ The income account of the individual proprietor- 
ship or the partnership is in form identical with that of the cor- 
poration. 

EXERCISES 

1. Arrange the following items in the form of a statement of the assets 
and liabilities of the Bolter and Hammer Hardware Co., as of Decem- 
ber 31, 1946: land and buildings, $90,000; capital stock, $100,000; 5 per 
cent mortgage bonds outstanding, $50,000; machinery and equipment, 
$75,000; government bonds, $5,000; cash, $7,000; surplus, $66,740; taxes 
due, $3,260; accounts receivable, $12,000; raw materials on hand, $26,- 
000; finished goods on hand, $20,000; accounts payable, $15,000. 

2. There are 1,000 shares of capital stock outstanding. What is the pur 
value of each share? The book value? 

Note: This and each of the following five exercises is to be regarded as 
an independent, not successive, transaction. In each case, refer to the 
original statement in Exercise 1. 

3. A cash dividend of 6 per cent is declared and paid to the stockholders. 
Make the necessary changes in the statement. What is the book value 
per share of stock now? 

4. The company declares a stock dividend of 50 per cent. Make the nec- 
essary changes in the statement. What is the new book value per share? 
Stockholder A held ten shares of capital stock before the stock dividend 
was declared. Calculate the book value of his holdings of capita! stock 
before and after the stock dividend. 

5. A fire breaks out and destroys the stock of raw materials and the ware- 
house, valued at $5,000, in which they were stored. These losses are 
not covered by insurance. Make the necessary changes in the statement. 
Is the company still solvent? 
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6. Make such changes in the balance sheet as would be necessary to illus- 
trate stock-watering. 

7. The general ledger of the Bolter and Hammer Hardware Co. contains 


the following income and expense 

accounts: 

Cost of goods sold 

$32,650.00 

Advertising 

250.00 

Salaries of office force 

1,240.00 

Workshop income 

110.00 

Interest paid 

125.00 

Sales (net) 

47,375.00 

Wages of sales force 

4,650.00 

Office supplies and postage 

70.00 

Delivery expense 

950.00 

Interest received 

40.00 

Rent paid 

1,200.00 

Miscellaneous expenses (general) 

500.00 

Depreciation of store building 

130.00 

Dividends declared 

2,500.00 

Taxes 

559.50 


From the above facts prepare a profit and loss statement for the com- 
pany for the year. 
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Large-Scale Production and Combination 

The rise of the standard of living. It is a fact familiar to every 
reader of history that in the past century and a half there has been 
an increase in the material prosperity of this and other industrial- 
ized countries that is without parallel in the records of mankind. 
The factory system, with the application of power to machinery, 
resulted in an outpouring of an amazing flood of goods; articles 
that had been luxuries destined for the consumption of the few 
began to appear even to the poorest families as necessities, while 
thousands of new goods — ^both capital goods designed to increase 
the efficiency of labor, and consumers* goods to fill wants unknown 
to our forefathers — came forth in a steadily increasing stream. 

This growth in national income has brought to millions of fam- 
ilies improvement in the scale of living and release from excessive 
hours of toil. Even as recently as the middle of the last century, fac- 
tory laborers in the United States worked an average of 69 hours a 
week — almost 12 hours a day for 6 days a week. Gradually as the 
average product of the workers increased, hours of labor derreased; 
by 1920 they were down to 48.2 hours per week, and by 1940 to SO. l 
hoursd 

Accompanying this decrease in hours of labor, which for the 
period from 1850 to 1940 amounted to 43 per cent, has been an in- 
crease in the return to labor, both in terms of money wages and in 
what money would buy. A striking illustration of this is seen in the 
rubber tire industry. In 1908, when a tire with a life of about 2,000 
miles cost $35.00, or 1^ cents a mile, the average wage in a certain 
tire factory was 40 cents an hour. One hour of labor would there- 
fore pay for only 23 miles of use of that one tire. By 1936 the hourly 
wage had gone up to 88 cents, an increase of 120 per cent in the 
money wage rale, but the price of the tire had dropped to |B.OO 
and its life had increased to an average of 20,000 miles. One hour 

1 W. I. King, Raising the Workitigmati^s Scale of Lhnng. New York: Com- 
mittee for Constitutional Government, 1945, p. 7. 
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o£ labor would in 1956 pay for 2,200 miles of use — an increase of 
ninety-five fold. This in part explains why the workingman could 
not own a car in 1908 and why he could in 1936. 

For the period from 1850 to 1940, the index number of real 
wages rose from 100 to 446, and in the light of this fourfold increase 
it is quite understandable that a growing share of the income of 
the laborer could become available for other things than the rou- 
tine needs of life — for education, medical care, travel, amusements, 
and durable consumers' goods such as electrical appliances, auto- 
mobiles, and the like. According to a report of the National Indus- 
trial Conference Board, “about a third of the wage earner’s outlay 
is now allocated to such items, as compared with a little more than 
a tenth in 1869-1879.” " 

The growth of capital. Blessed with ample natural resources and 
a virile and adventurous people accustomed from colonial days 
to independence of thought and action, with a tradition of political 
and economic freedom firmly established, a population increasing 
because of a high birth rate and immigration from abroad, and 
nearly half a continent without artificial trade barriers, the United 
States provided an environment peculiarly favorable to industrial 
development. 

It is, however, well to remember that the large industrial plants 
of today, which we accept as a matter of course, had very humble 
origins. In the early nineteenth century, factories were small and 
machinery was neither plentiful, efficient, nor reliable. Savings 
available for transformation into capital goods were not abundant; 
nor despite the brilliance of an Eli Whitney, had the American 
inventive genius really manifested itself. The beginnings were 
small; and progress at the start was slow and conditioned on the 
gradual accumulation of capital, on the progress of invention, on 
the growth in the size and organization of the producing unit, and 
on the development of improved transportation and distributive 
systems. 

Figures of the growth in the volume of capital per worker show 
more clearly than would figures of total capital investment the in- 
creasingly “capitalistic” character of industry. The chart on page 
58 gives these for manufacturing in the United States during the 
period from 1849 to 1942. Starting with a figure of about |600 in 

1 National Industrial Conference Board, Inc., Productivity and Progress, New 
York: the Board, 1946, p. 26. 
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1849, there is a more or less steady growth in the amount of in- 
vested capital per worker until a peak is reached in the early 
thirties of something over $8,000, with a subsequent decline to 
$5,800 in 1942. As the worker became more liberally supplied with 
capital, there was increase both in the output of goods attributable 
to him and in his wages. On the chart will also be found curves 
showing both the growth in the value added to the goods in 



Fig. L indices of American manufacturing, 1849-1942^ 


the process of fabrication and the increase in real wages, it is 
interesting to note the fidelity with which in general these follow 
the curve of invested capital. That this relationship between real 
wages and capital investment is not mere coincidence is shown 
by comparable figures for other countries. It is estimated for ex- 
ample that in 1930 the horsepower per worker in Great Britain was 
52,7 per cent of the figure for this country and in Germany 53,7 
per cent; other figures would show both total capital investment 
per worker and real wages to be materially below those of the 
United States.^ 

^Figures furnished by the National Industrial Conference Board. 

2 Carl Snyder, Capitalism the Creator. New Yoik: The Macmillan Company, 
1940, p. 259. 
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Capital funds for investment in business come either from the 
savings of individuals or from the undistributed profits of corpora- 
tions. Historically, the savings of individuals have been of para- 
mount importance, but in recent years the reinvestment of undis- 
tributed corporate profits has become of increasing significance. 

The wealthier individuals have always provided the largest part 
of the funds for investment, for as a general rule the larger the in- 
come the greater the proportion saved; but that the relatively small 
investor is not a negligible figure is shown by the fact that, in 1941, 
34 per cent of all dividend receipts reported to the Bureau of In- 
ternal Revenue by individuals or fiduciaries went to those who re- 
ported taxable net incomes of |5,000 or less.^ 

Large-scale production: Importance of large plants. A large plant 
is not an essential part of the capitalist method of production; for 
there are many small plants today employing relatively small 
labor forces, yet liberally supplied with tools, machinery, and power. 
Nevertheless, the growth in the average size of the producing unit 
and the development of the very large producing unit may prop- 
erly be considered one of the main factors underlying our rapid in- 
dustrial advance and growth in national income; for so many ad- 
vantages may be derived from concentrating a large number of 
workers and a large amount of equipment in one establishment 
under unified management that in many lines of industry the com- 
pulsion to expand the size of the plant has been irresistible. 

Taking the cotton manufacturing industry of the United States 
as an example, we find that between 1859 and 1925 there was an 
increase of 55 per cent in the number of cotton manufacturing 
plants, the average number of workers per plant had more than 
doubled, the average primary horsepower per establishment (an 
index of the use of power-driven machinery) had increased enor- 
mously, and the average value added to the product per establish- 
ment had increased by 334 per cent. If we were to examine the 
statistics showing the growth of other industries, we would find 
differences in detail but the same general trend — a great increase 
in the average number of workers, the average amount of capital, 
and the average output per establishment. 

The very large establishment has attained great importance in 
the present-day industrial life of the United States. According to 

1 Comnnttee on Postwar Tax Policy, A Tax Program for a Solvent America, 
New York, 1945, p. 71. 
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the figures of the 1939 census, industrial estabiisluiients with an 
annual product valued at $1,000,000 or over formed only 5.2 per 
cent o£ the total number of such establishments, but they were 
responsible for 67.5 per cent of the total value of the product and 
employed 55 per cent of the total wage earners in industry. On the 
other hand, establishments with an annual output of less than 
$100,000, while actually forming 69.5 per cent ol the total number 
of producing units in the year 1939, accounted for only 6.8 per 
cent of total industrial production and employed but 11.5 per cent 
of industrial labor. 

In 1939 the establishments employing from one to five laborers 
comprised 41.2 per cent of the total number, whereas the estab- 
lishments employing over 500 workers formed 1.2 per cent of the 
total, but these large establishments employed 35.4 per cent of the 
total w’^age earners in industrial plants, as contrasted with the 2.6 
per cent employed by the establishments in the former group. 
Establishments employing more than 1,000 laborers formed only 
0.44 per cent of the total number of establishments, but they em- 
ployed 22.4 per cent of the total number of workers. 

Two conclusions of considerable importance can be drawn from 
these figures. The first is that small-scale industry is still of sig- 
nificance in our national life, particularly to supply local markets. 
Big business has not entirely supplanted the small px'oducer, even 
in the lines of industry where the advantages of large-scale produc- 
tion seem most mai“kcd. At the same time, it is true that the large 
units have been growing, both absolutely and relatively, at the ex- 
pense of the smaller units. Production for national and interna- 
tional markets has been supplanting production for local or re- 
gional markets, and with this change has come the decline of the 
small unit and the substitution of the larger. 

Conditions necessary for large-scale production. The develop- 
ment of large-scale production depended first of all on growth in 
technical knowledge and on the progress of invention, for in many 
lines of industry it could not be introduced profitably until the 
machine-tool industry had advanced to the point where it could 
design and build machines capable of producing standardized and 
interchangeable parts. 

In the United States pioneering in making interchangeable parts 
is found, even before the middle of the last century, in the manu- 
facture of firearms. Shortly thereafter the principle ivas adapted to 
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the manufacUire of other goods, notably watches, sewing machines, 
agricultural machinery, and bicycles; and by the turn of the cen- 
tury it had found general application. At the same time the 
invention of machinery of increasing power, capacity, precision, 
and versatility added strength to the trend toward the establish- 
ment of larger producing units. 

A second prerequisite for large-scale production is obviously a 
product that is in great demand, or one for which a large demand 
can be created; for unless a large output can be marketed profit- 
ably, there is little scope for increased refinements in the productive 
apparatus. The growth in the population of the United States in 
the past century, together with the increasing purchasing power of 
the individual, provided ideal conditions for the disposal of an 
increasing volume of goods. 

A third requirement is that the article be not one which is 
demanded because of the finish which hand labor alone can give 
it. It must be amenable to the machine process, capable of stand- 
ardization, and attractive in the eyes of the purchaser despite 
standardization. Many of the final steps in the manufacture of 
articles of luxury and of personal adornment, such as the finer 
grades of clothing, can never be handled by large-scale methods. 

Manufacturing is the field in which large-scale production ob- 
viously finds its greatest opportunities and from which may be 
drawn the most illuminating illustrations of its principles. Many 
other lines of industry have, however, proved themselves amen- 
able to large-scale production. 

In transportation, banking, and marketing the size of the organi- 
zation has greatly increased in the last century. Doubtless this in- 
crease in size has come partly in response to growth in the size 
of the manufacturing establishments and is partly a cause of that 
growth. In any event concentration of manufacturing in large 
plants requires more effective service than could be afforded by the 
transportation, banking, or marketing system of a century ago. 

The one great industry which has not proved a profitable field 
for the application of large-scale methods is agriculture. There ard 
of course farms where hundreds of workers are employed, but they 
are the exception and not the rule. 

The economies of large-scale production: Management. The 
adoption of large-scale methods has not come about automatically, 
but because some entrepreneur has seen in the enlargement of the 
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producing unit possibilities of reducing unit cost and of increasing 
profits. Furthermore, the economics of large-scale production are 
not assured, even though a large plant be established; the oppor- 
tunity of securing economies exists, but whether potential econ- 
omies are transformed into actual savings depends on the intelli- 
gence, judgment, imagination, and ingenuity of the managerial 
staff. For these reasons it seems appropriate to assign to manage- 
ment the first place among the sources from which such economies 
may arise. 

There are some areas in a plant where the administration and 
supervision are pretty much a matter of established routine. Here 
savings may flow almost automatically to a large plant; for while 
total costs of administration will be larger than for a small plant, 
they will not be proportionately larger. Within limits the heads of 
some departments can handle a large department about as eiffi- 
ciently as a small one. The chief additional expense will be for an 
enlarged clerical staff. 

But if a factory is to keep ahead of its competitors and to make 
constant progress, its chief executives — the ones who do the plan- 
ning and determine major policies — must possess managerial abil- 
ity of a high order. Men of outstanding capacity seem not to exist 
in sufficient numbers to fill the key positions in all plants; and 
because the large plant can spread costs over a greater volume of 
goods, it can afford to offer the very ablest men salaries that would 
be prohibitive for most small plants. 

Where a small factory may assign several functions to one man, 
the larger plant may have one man or several men specializing in 
one field, and the advantages that flow from this specialization may 
be further heightened by the stimulating influence that each man 
has on the others. The aggregate abilities of a well-selected staff 
should be measurably greater than the sum of the individual 
abilities. 

The cost of buying raw materials may be less per unit for the 
large factory than for the small one. Buying in large quantities 
means a real saving to the seller in packing, shipping, and sales 
cost, and he can therefore afford to quote a lower price to one who 
buys on a large scale. If the head of the purchasing department is 
dealing with one source of supply, he can, by placing advance 
orders, coordinate the production schedule of the supplier with that 
of his own concern, with profit to each. 
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Similarly, in the sale of the finished products, economies are also 
possible. Selling in a national or an international market may make 
possible better coordination of the activities of salesmen, thus 
covering a given territory without overlapping and with greater 
effectiveness; direct sales organizations may perhaps be established 
abroad, and national advertising can be used with greater results. 

Power and machinery. One great economy of large-scale produc- 
tion results from saving in the use of power-driven machinery, both 
in the use of power as well as in the use of machinery. The saving 
in power arises from the lower unit cost of installing and operating 
a power plant. Though a large plant costs more to install than a 
small one, it costs proportionately less per unit of output, and 
greater efficiency in the production of power results. Hence the 
cost of power to be attributed to each finished article is less. 

Also machinery can be used for more of the processes in a large 
factory than in most small factories. A machine, to be used to ad- 
vantage, must be used more or less continuously. If a machine is 
used only a part of the time, the cost which must be borne by each 
unit of the product undergoing the particular process may make 
the use of the machine more expensive than hand labor or some 
alternative method. 

It should be emphasized that modern heavy machinery, with its 
capacity for performing with amazing accuracy and speed several 
simultaneous operations, is very expensive — one need but walk 
into an automobile plant or a steel mill to appreciate this — and 
that not infrequently such machines require the use of expensive 
accessories. It is stated that the annual cost to a manufacturer of 
the dies, jigs, and fixtures used in shaping automobile bodies may 
vary from $2,500,000 to $6,000,000 — a prohibitive cost unless the 
plant has a large output. 

There may be further savings in the installation, care, and opera- 
tion of a number of machines in batteries, if the scale of produc- 
tion is sufficient to warrant it. This seems to be particularly true of 
automatic or semi-automatic machinery, which allows one man to 
tend several machines at the same time. 

Technical experiment and research, A large company is better 
able to conduct experiments than a small company. Experimenta- 
tion is a risky and expensive affair. Many trials are necessary 
before a device or a process is developed to the point where it is 
of practical use. For a small concern the financial burden may be 
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too heavy to carry, whereas the company with greater resources can 
carry the load through the lean years, trusting that in the long run 
the improvement will more than pay for itself. 

Ky-products. Another economy lies in the utilization of by- 
products. The meat-packing industry offers one of the most illum- 
inating examples of this. According to figures given by Swift and 
Company, by-products such as hides, fats, etc. form 45.7 per cent 
of the total weight of a live steer. A list of the finished goods 
which are made in whole or in part by Swift and Company from 
these by-products includes the following: glue, fertilizer, oleomar- 
garine, lard compounds, soaps, glycerin, leather dressing, animal 
feed, buttons, combs, gelatin, ice cream, candy, pharmaceutical 
products, snuff containers, goldbeater's skins, and sausage con- 
tainers. In the early days the materials from which these goods are 
now made had to be carted from the city and buried; so far from 
being a gain, they were the occasion of considerable expense. 

The economy which results is plain; any net returns obtained 
from the by-products diminish by so much the price which must be 
obtained for the principal product in order to cover the expenses 
of production. The meat packers, for example, often pay more for 
live cattle and hogs than they receive for the dressed meat, but 
they make up the difference in the return from by-products. 

The place of small-scale production. The advantages offered by 
large-scale production seem so gi'eat that a question often arises as 
to how the small plant manages to survive (as it does in virtually 
every major branch of industry) alongside the large plants making 
the same product. For example, in steel works and rolling mills 
there were, in 1937, 67 establishments, 16.3 per cent of the total, 
which had an average working force of 100 or less; and even in the 
manufacture of automobiles, in which the very large plant is so pre- 
dominant, there were 46 establishments, 35.1 per cent of the total, 
with an average number of wage earners of 100 or less. 

In some cases the answer is undoubtedly found in production for 
a local market. Or it may be that the plant has unusually favorable 
^access to the raw materials. In other cases it is possible that the 
adoption by the larger plants of a policy of *1ive and let live” has 
kept the prices of the products higher than necessary to meet the 
costs of the large plants and still high enough to permit the more 
efficient of the small plants to survive. But these explanations 
do not entirely cover the situation. 
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Just as there are large plants that do not reap the full economies 
o£ large-scale production because they are making too many differ- 
ent items, so there are small firms that have secured these econ- 
omies by intense specialization. Concentrating exclusively on the 
manufacture of one article or of one part, they can provide con- 
tinuous operation for their machines and specialization for their 
workmen. They may even be able to avoid many of the normal 
sales costs by producing entirely under contract for a mail-order 
house or for another manufacturer. It is said that in the auto- 
mobile industry many of the companies with less than 100 em- 
ployees each are realizing in this way all of the economies of large- 
scale production. 

It is also true that weakness or lethargy in management provides 
the answer in many cases. In pointing out the advantages the large 
plant may have, efficient management was given first place. But it 
does not necessarily follow that the large plant will always se- 
cure the best managerial staff; in some cases it obviously does 
not. Many factors other than the possession of superior business 
ability may enter into the choice of the principal officers of a plant. 
And it is certainly far from the truth that inferior managerial 
ability is characteristic of all small industry. The fact that profitable 
small concerns earn a higher rate of return on invested capital than 
the larger companies is sufficient to dispel any such notion.^ 

Importance of the large corporation* We have become so used 
to the role played by the great corporations in our everyday life 
that, paradoxically perhaps, it is sometimes rather surprising to 
discover how large these corporations loom in the economic pic- 
ture.2 According to one estimate the two hundred largest non- 
banking corporations in the United States had at the beginning of 
1930 total assets amounting to 181,074,000,000; the assets of all the 
nonbanking corporations, something over 300,000 in number, 
amounted to 1 165,000,000,000. Almost half of the assets of all non- 
banking corporations were in the control of less than 1 per cent 
of the total number of such corporations. The same authorities also 
estimate that these corporations owned 38 per cent of all business’ 

1 Crura, W. L., Co7'porate Size and Earning Power, Cambridge: Harvard Uni- 
versity Press, 1939, p. 28. 

2 The figures given in this section on large-scale production cannot be com- 
pared with figures in this section since the former are given in terms of “estab- 
lishments'"; an establishment is defined as a single plant or factory, though in 
some few cases it may include more than one plant. 
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wealth, other than banking, and 22 per cent of all national wealth,^ 
A somewhat different picture of the importance of large corpora- 
tions is given in the following table, which shows the number of 
corporations in selected lines having in 1929 an income of $1,000,- 
000 or more and the percentage of total net income in the given 
line which accrued to these large corporations.^ 


CONCENTRATION OF CORPORATE CONTROL, 1929 


Industry 

Number of corporations 
with net income of 

Net income 

Per cent of all 

$1,000,000 up 

{In milliom) 

net income 

Manufactures 

627 

$3,338 

64.0 

Mining 

65 

278 

84.6 

Public utilities 

230 

1,805 

86.0 

Trade 

93 

316 

27.5 

Service 

31 

108 

34.4 

Finance 

283 

1,048 

47.7 

Total 

1,329 

6,893 

60.5 


In recent years the large corporations have shown a growth which 
is much more rapid than that of the small or medium-sized cor- 
porations. From 1907 to 1927 the assets of the 200 largest non- 
financial corporations increased more than twice as rapidly as the 
assets of other nonfinancial corporations; they reinvested a larger 
portion of their earnings; they secured a larger share of new capital 
by the issue of securities; and mergers were more common and 
more significant among them. 

Large as well as small corporations suffered severe losses during 
the depression years of the i930's, but the large corporations 
emerged at the end of the decade in stronger financial condition 
than did the small corporations. During the so-called defense and 
war years from 1940 to 1945, the exigencies of the national pro- 
duction program undoubtedly favored the larger producers and 
gave rise to widespread concern over the fate of small business. Even 
during the years of depression, mergers were being consummated, 
although at a slower rate than occurred before 1929. The Federal 
Trade Commission reported in 1947 that the war accelerated the ac- 

1 For a further discussion of this topic and for an illuminating analysis of the 
.social implications of the position of the modern corporation, the student is 
refeued to Berlc, A. A., and Means, C. C., The Modern Corporation and Frhfate 
Property, New York; The Macmillan Company, 19BS, from which tlicse figures 
are taken. 

2 Corey, Lewis, The Decline of American Capitalism, New York: Covici. Friede, 
Inc., 1954, p. 387. 
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quisition of small firms by large corporations.^ Larger manufactur- 
ing concerns were reported to have absorbed over 1,800 formerly in- 
dependent concerns, the assets of which amounted to $4,100,000,000, 
or about 5 per cent of the assets of all corporations in 1948. The 
rate at which mergers have taken place since the end of the Second 
World War is said to be the highest since 1929. 

Combination: Definition. Rarely does large-scale production give 
rise to problems of vital concern to society or raise the question of 
regulation in the public interest. Sentimentalists deplore the elim- 
ination of many small shops and the passing of the independent 
craftsman. But while we may have lost thereby a distinctive and 
virile element in our economic life, few would seriously suggest 
that we sacrifice the greater gains which have come from mass pro- 
duction in order to try to recapture the spirit of an earlier day. 

This, however, is not always true of the combination , which we 
may define as a union of several industrial units under a common 
management. There are indeed serious problems of contemporary 
interest and importance raised by the great corporations, the com- 
binations, and the combinations of combinations. 

The formation of combinations. Many a corporation has become 
a combination quite simply and naturally when it was found profit- 
able to build a new plant from earnings or from funds secured by 
the floating of additional securities. Some have grown by the con- 
solidation of two or more existing organizations; one company has 
purchased the property of another company and then completely 
merged the two into a larger single company. The American 
Tobacco Company, formed in 1890, exchanged its stock for the 
plants, business, brands, and good will of five companies, and the 
American Sugar Refining Company, organized in 1891, is another 
example among the many that might be cited. 

The most common, the most effective, and the least expensive 
method of building up a large combination is, how^ever, through 
the holding company. A corporation which buys the controlling 
shares of stock in another company,' either with its own stock or 
with cash, becomes in effect a holding company. Frequently a new 

1 Federal Trade Commission, The Present Trend in Coiporate Mergers and 
Acquisitiojis, Washington, 1947. For other recent discussions of this problem, see 
National Resources Committee, The Structure of the American Economy, Wash- 
ington, 1989, and Temporary National Economic Committee, The Distribution 
of Ownership in 200 Largest Non-fiiiancial Corpoiations, Monograph No. 29, 
Washington, 1940. 
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corporaiioB is chartered, as in the case o£ the United States Steel 
Corporation, to buy up a cch trolling number of shares in the com- 
panies which are to be combined. Little capital is required to start 
a holding company, since the shares of stock of the member com- 
panies may usually be obtained in exchange for the stock or bonds 
of the holding company. Unity of policy may be obtained by the 
election of the proper men as directors in the constituent com- 
panies. 

]\lotives leading to the fc^rmation of combinations. In consider- 
able measure combination has been resorted to as a means of secur- 
ing substantial control of a particular field of production in order 
to obtain monopoly profits. Two other motives, however, have been 
prominent. Of these the firs: has been to make possible speculative 
profits through the issuance of large volumes of stock; the second 
has been to obtain even grej.ter economies in production than were 
possible simply through iai^ge-scale production. 

We have, therefore, thre<i distinct problems. The first, and in 
some aspects the most important, concerns itself with the growth 
of monopolies — the so-called “trusts’" — and their effect on society 
and the methods by which they may be regulated in the public 
interest. The second involves methods used in marketing securities 
and the means by which the operations of investment bankers, 
underwriters, and the security exchanges may be controlled in order 
to prevent abuses. 

The third problem, to which the remainder of this chapter will 
be devoted, centers around the possible social advantages of com- 
binations as producing units. Are there economies in production 
possible to a number of large plants under single management 
which cannot be obtained by a single large producing unit? If 
there are such economies and if they are of considerable signifi- 
cance, this fact will have an important bearing on the monopoly 
problem. 

Horizontal combinations: Definition. We may distinguish two* 
types of combination; horizontal and vertical. As the name suggests,, 
''a horizontal combination is one which unites under a single man- 
agement several plants producing the same product or products. 
It is a type quite common in the United States, being exemplified 
by many of the trusts which exist or have existed in the past, .such 
as the American Sugar Refining Company, the United Shoe Ma- 
chinery Company, the American Tobacco Company, and others. 
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Economies in operation. The greatest field for economies would 
appear to lie in the operation of the plants. Each plant can pre- 
sumably secure maximum efficiency by producing a certain number 
of articles. If forced above that point or below it, the unit cost of 
goods is increased. With several plants operating under unified 
control, it is possible so to arrange things that all the slack in pro- 
duction will fall on one or more plants, leaving the others running 
as usual. The American Sugar Refining Company is said to have 
used its Brooklyn refinery for this purpose, slowing down opera- 
tions there as demand slackened and speeding up in response to 
increased demand. 

In some industries the risks and uncertainties involved in pro- 
duction may be reduced if plants are located in different parts of 
the country. A labor strike may not affect ail of the plants at the 
same time, and a tie-up of the transportation facilities of all the 
plants at one time is unlikely, so that if the closing of some is 
forced the others can be operated more intensively. 

Other operating economies are available to a combination of 
plants that cannot be readily effected in a single plant. A combi- 
nation which makes a variety even of the same general product, 
such as tin cans, is able to specialize its factories, devoting one 
factory to the making of a particular article, rather than allow- 
ing all factories to make all articles. In this way the utmost 
advantages of specialization are attained. The devices or patented 
articles that have proved most successful can be made the com- 
mon property of all the operating units, heightening the efficiency 
of each. With several plants it is possible to start competition be- 
tween them, thus enlisting the enthusiasm of one manager to excel 
the others. Cost statistics may be available for all the plants, so 
that if one is unsuccessful in some respect the trouble can quickly 
be diagnosed and remedied. Interplant competition may disclose 
men who are most capable of handling the more difficult tasks of 
coordination and centralization. 

Economies in selling. Similarly, the large corporation enjoys 
certain advantages in the sale of its products. Greater volume and- 
lower selling costs per unit of sales may result from being able to 
offer customers a full line of similar goods. 

More effective use of salesmen and other sales media is likely to 
result as new products are added to the line carried. If the manu- 
facturer is selling his product under a trade name — and where 
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feasible this is the practice — the unit cost of making the public 
conscious of the trade name, when spread over a variety of house- 
hold electrical appliances, let us say (such as stoves, vacuum clean- 
ers, toasters, irons, refrigerators, fans, and radios), may be much less 
than if the effort were limited to electric stoves alone. Too great 
a diversity in production may of course make it impossible to 
secure the full advantages of large-scale production, though some 
concerns seem to have been able to achieve economies, both in pro- 
duction and in marketing, by intensive cultivation of both the 
domestic and the foreign markets. 

An illustration of economies in selling may be seen in the ex- 
perience of the tobacco trust. This had been formed by the com- 
bination of several large producing units and was dissolved by a 
court decree in 1911, whereupon the business was turned over to 
a number of separate companies. ‘*The subdivision of the business 
provided for in the dissolution decree led to a duplication of selling 
organization and an increased overhead expense; and the result 
was a general increase in selling costs. ... In every branch, except 
flat plug and Turkish cigarettes, the selling costs showed an in- 
crease. . . . The advertising expenditures of the successor companies 
also greatly increased as compared with the expenses of the trust. 
The advertising expenses of the trust in 1910 in all branches ex- 
cept cigars were 1 10,895, 132, while those of the successor companies 
in 1913 amounted to $23,623,564, or more than double/’^ 

Economies in buying. A horizontal combination may possibly 
secure a saving in the purchase of its materials. Buying in much 
larger quantities than the single plant, it may approach the pro- 
ducer directly and realize for itself the middleman's profits, or it 
may secure its goods from a wider productive area and thus obtain 
its raw materials more cheaply. But it is to be doubted if these econ- 
omies are great enough to be of real consequence. 

Savings in freight costs. The savings on cross freights are some- 
times cited as proving the superiority of the combination. If under 
separate management there are two plants, one in New York and 
' the other in Chicago, each may sell goods in the other's’ district and 
incur freight charges unnecessarily great. Under combination the 
goods will be sent from the nearest point. But the importance of 
this saving, wdiilc real in many cases, can be greatly exaggerated; 

UJones, Eliot, The Trust Problem hi the United States. New York: The Mac- 
millan Company, 1921, pp. M9-50. 
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for if the goods be bulky and of low value the distance they can be 
shipped is limited by the cost of freight, whereas if they be small 
and expensive objects such as watches, freight charges form such a 
small portion of their value as to be of little moment. 

Vertical combinations: Definition. Vertical combination involves 
the gathering under one management of the various processes 
necessary to turn out a finished good. It is sometimes called integra- 
tion of industry and is the opposite of that process of differentiation 
and specialization which has been characteristic of the factory sys- 
tem. 

In some industries there has always been a certain amount of 
integration. Thus in the United States spinning and weaving have 
commonly been undertaken by the same factory, although in Eng- 
land they are separate industries. In the steel industry of the United 
States can be found the most impressive illustrations of vertical 
combinations, although horizontal combinations also have been 
common. 

Technical advantages. There are real technical advantages in 
combining thus the different stages of manufacture of steel prod- 
ucts, advantages which result in saving of fuel for reheating the 
metal, saving of time and labor in moving or handling material, 
and more complete utilization of by-products, such as blast-furnace 
gas. Further advantages may be obtained through the control of 
sources of iron and coal. 

The steel industry differs from some others in that each unit 
not only may use the products of another as raw material but 
may pass its own finished or semifinished products on to serve as 
raw materials for the others. Coal and iron are essential for the 
blast furnaces, while the ultimate products of the blast furnaces 
are requisite in the mining and transportation of coal and iron. 

The United States Steel Corporation. The extent of the process 
of integration in the United States can best be pictured by a brief 
summary of the organization and scope of operations of the United 
States Steel Corporation, one of the largest corporations in the 
United States, incorporated in 1901 with an authorized capital stock* 
of $1,100,000,000. The corporation secured control of a number of 
other corporations by an exchange of stocks and bonds, and at the 
outset it controlled eleven corporations. It is a fact of interest that 
almost all the companies which were united to form the United 
States Steel Corporation were themselves combinations. Some of 



72 LARGE SCALE PROl))UCTION AND COMBINATION 

them represented merely th<t horizontal type ol combination, such 
as the American Steel Hoop Company, which was a consolidation 
of nine concerns formed tvii.h the desire to limit competition and 
secure larger profits; while some already showed signs of a fairly 
complete integration, as thq Federal Steel Company and the Car- 
negie Company. 

The United States Steel Company was not exclusively a vertical 
combination, for several of the constituent companies produced 
the same articles. The resuh, of the consolidation was the creation 
of a giant corporation, whidi was practically self-sufficient so far as 
materials were concerned, and wdiich embraced the manufacture ol 
practically every known article in steel and iron. 

Conclusions. While there is little doubt that both vertical and 
horizontal combination oEct possibilities of economies over and 
above those that can be obtained by the single large manufacturing 
plant, it is exceedingly difficult to determine the extent to which 
these economies have in actual fact been realized, for in few cases 
are compai'ative figures of costs of production available. A high 
rate of return on invested capital cannot be accepted as completely 
valid evidence of economical operation, for if a large combination 
were to have conspicuous financial success, it might be possible that 
the record of profits could more fairly be attributed to monopolistic 
control over production and. high prices than to economics in pro* 
duction. 

Nevertheless, were it true that the largest combinations invari- 
ably or usually showed rates of x'eturn in excess of those previously 
earned by the member companies before merger or of large single 
plants in the same line, it would, in the absence of proof to the con- 
trary, be natural to give some credit for the increased rate of profits 
to economies of combination. 

As a matter of fact, howev(^r, die success of the large combinations 
in the United States has not been striking, if success be measured 
in terms of profits. Not only have profits been smaller than antici- 
pated by the promoters of the consolidations, but in many instances 
^they have been smaller than the aggregate profits of the constituent 
companies in the period prior to consolidation. 

For example, the United States Steel Corporation during its first 
year of operation earned but 78 per cent of the amount earned by 
the member companies in the period immediately preceding the 
formation of the combination, and for the first ten years of its life 



CONCLUSIONS 


73 

its average earnings were somewhat less than its earnings during 
the first year. Professor Dewing has made a study of the earnings of 
a number of mergers and found that the earnings for the first year, 
as well as the average earnings for the first ten years of the existence 
of the combinations, were materially below the level of the previous 
earnings of the member companies.^ 

A more recent study made under the auspices of the Temporary 
National Economic Committee as to the relative efficiency of large, 
medium-sized, and small business confirms these findings In sum- 
marizing the results of the investigation the report states that “in 
the 233 combined tests, large size, whether represented by a corpora- 
tion, a plant, a group of corporations, or a group of plants, showed 
the lowest cost or the highest rate of return on invested capital in 
only 25 tests. In these combined tests, medium size made the best 
sliowing in 128 tests and small size in 80 tests/’ ^ 

In his study of the profitableness of corporate business Professor 
Crum found that “on the average large enterprise ... is more 
profitable than small enterprise, especially very small enterprise.” 
On the other hand, when only corporations that showed a profit 
were analyzed, the highest rate of return was earned by corporations 
in the smallest size class, and in all years covered by the study save 
one, the minimum rate appeared for the largest size class.® 

The failure of most large combinations to give evidence of econ- 
omies of operation and management in their earnings indicates 
that fundamental weaknesses are a consequence of size of organiza- 
tion. A huge combination is vulnerable in many ways, but without 
question the most difficult problem it has to face is that of finding 
men of the caliber required to direct the work. When one reflects 
that, in theory at least, the directors and officers are expected to be 
familiar with the problems of many widely scattered plants pro- 
ducing a variety of goods, one wonders whether there exist human 
beings competent to undertake the responsibilities involved and 
carry them out effectively At any rate, business ability of the very 
highest order is essential if economies from combination are to be 
secured, and the evidence does not show that such ability is suffi- 

1 Dewing, A. S., The Financial Policy of Corporations, New York: The Ronald 
Press Company, 1942, Fourth ed„ VoL II, p 931. 

2 Temporary National Economic Committee, Relative Efficiency of Large^ 
Medium-sized f and Small Business^ Monograph No. 13. Washington, 1941, p. 14. 

3 Crum, W. L., Corporate Size and Earning Power. Cambridge, Harvard Uni- 
versity Press, 1939, pp. 7, 28, 230. 
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ciently plentiful to assure that large combinations will, by more 
efficient production, be able to undersell the large, efficient, single 
units. 

This conclusion does not give warrant for the inference that the 
day of the large combination is over. On the contrary, many indica- 
tions point to a continued process of growth by merger, so long as 
no legal obstacle interposes itself. The acquisition of monopoly 
power or the elimination of intense competition or the opportunity 
to secure profits from the sale of corporate securities may provide 
sufficient motives for management to try to expand the scope of 
corpoi^ate activities, whether or not the results be consonant with 
the interests of society as a whole. 



CHAPTER V 


Economic Freedom and the Control of Production 

The control of production: Conscious and unconscious control. 
When we survey production as a whole we see the truly marvellous 
spectacle of millions of men engaged in thousands of different tasks, 
turning out quantities of goods varying in kind from the most 
essential to the most frivolous, transporting these goods where they 
are most urgently wanted, financing their manufacture, shipment, 
and sale, and performing personal services of the most varied char- 
acter. Each producer is apparently quite independent in his plan- 
ning, yet each attempts to turn out exactly the amount of his par- 
ticular product which can be sold, and with few exceptions the 
goods all seem to reach the consumers where and when they are 
wanted. 

This extraordinary coordination of human activity cannot be the 
consequence of accident, nor is it merely a fortunate coincidence; 
there must be some control. Now such control may be of two types. 
The first type we find exemplified today in Soviet Russia, where 
legal authority restricts the freedom of the individual producer and 
prescribes in minute detail the character and scope of individual 
activity. The second type of control is exercised by economic forces 
operating under a regime of personal liberty. We may call it uncon- 
scious regulation in contrast to the first, which is consciously exer- 
cised. 

Mercantilism. This second form of control represents a reaction 
against the restrictions of an earlier system of conscious control. 
In this earlier period the economic and political philosophy, to 
which the name mercantilism is given, held that regulation of the 
activity of the individual was a necessary function of the state, 
partly in order to protect the subjects of the state against the dis- 
honesty or oppressive power of their fellow citizens or of foreigners, 
and in part to increase the prosperity and prestige of the nation. 

In harmony with the first of these purposes we find, from an early 
time well into the eighteenth or even the nineteenth century, laws 
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and regulations restricting the freedom of action of the indi\iduaL 
In England there were, for example, laws fixing the price of bread 
and the rates of wages, laws providing for the inspection of cloth, 
laws regulating the conditions of apprenticeship, laws prohibiting 
the export of bullion and of certain raw materials, laws restricting 
the movement of labor from one part of the country to another; 
while in France during the period of most minute regulation the 
individual could not determine what he should produce, how much 
he should produce, where he might produce it, or to whom he 
might sell it. 

The second motive leading to regulation was the desire to in- 
crease the prosperity and power of the state. During the sixteenth 
and seventeenth centuries the nationalistic spirit was manifesting 
itself to an ever-increasing degree, and it was generally agreed that 
the first duty of the ruler was to expand his power even at the 
expense of his own subjects as well as of foreign nations. 

The political and economic philosophy of mercantilism was a 
part of the program of promoting the national welfare. Special 
attention was given to the regulation of the nation’s foreign trade 
for the purpose of strengthening the nation for armed coniiict with 
rival powers. Thus gold and silver were desired, and attempts at 
prohibition of the export of the precious metals wei'e made, lliese 
clforts generally resulted in failure. Attention was then directed to 
regulating the country’s imports and exports of merchandise so that 
a “favorable” balance of trade would be attained and gold and 
silver would be drawn in from other nations in payment for 
goods. 

Laissez faire: Reaction from government control. During the 
eighteenth century the conviction spread that there had been too 
much government, too much interference with private business, 
and there arose a strong reaction against the restrictions of mer- 
cantilism. 

Laissez faire — let things alone — ^became the watchcry of philoso- 
phers, economists, and statesmen. Laissez faire in the first place 
"emphasized the importance of the individual and of individual wel- 
fare. Secondly it assumed that individual welfare and national 
prosperity are not incompatible. 

It went further and asserted that individual prosperity is at the 
very foundation of national prosperity; that the individual, if 
allowed to follow his own self-interest without external restriction. 
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would exert himself to the utmost in the line of endeavor for which 
he was best fitted and would therefore be a more productive and 
hence a more valuable member of society than if his occupation 
and his conduct in that occupation were prescribed for him by 
either law or custom. As each man followed his own interest, the 
clash of conflicting interests would lead to modifications and com- 
promises which would result in approximate justice to ail. 

Translated into terms of concrete policy, laissez jaire supported 
(1) free trade, as opposed to protective tariff, (2) no attempt to fix 
or regulate prices or to regulate either the quantity or quality of 
goods produced, (S) freedom on the part of the individual to enter 
any occupation he might choose, in any place he might think ad- 
visable, (4) the determination of wages by unfettered bargaining 
between employer and employee, (5) the limitation of the functions 
of government to (a) defense and the maintenance of peace and 
order, {b) the dispensing of justice, (c) the establishment and main- 
tenance of certain public works and institutions, such as the paving 
of streets, the improvement of harbors and means of communica- 
tion, the care of education, etc., which could not be made commer- 
cially profitable as private enterprises. 

The reaction against mercantilism spread rapidly in the eight- 
eenth and nineteenth centuries, and the general acceptance, par- 
ticularly in England, of the doctrines of laissez faire ushered in a 
period in which the dominant note was the endeavor, so far as pos- 
sible, to give free play to the forces of individual initiative. Despite 
the fact that the scope of government regulation has at many points 
been broadened beyond the limits of extreme laissez faire, the con- 
ditions under which production has operated have on the whole 
been those of economic freedom in contrast to legal authority. Tak- 
ing a broad view of the system which developed under the influence 
of the doctrine of laissez faire, we note that it is founded on three 
major principles: (1) personal liberty, (2) private property, and (3) 
individual initiative and control of enterprise. 

Personal liberty. So generally is personal liberty taken for 
granted in America today that we are in some danger of failure to 
appreciate its full significance. In truth personal liberty is a com- 
paratively new thing, only recently gained as the climax of a strug- 
gle of centuries. Throughout most of the world's history freedom 
was a rare privilege enjoyed by the favored few. The masses of 
the people were slaves or serfs, more or less completely subject to 
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the will of their owners or overlords. Even after slavery was abol- 
ished and the status of serfdom gradually liberalized and finally 
developed into comparative personal freedom, the legal restric- 
tions upon economic activity which we have been studying con- 
tinued. Real individual freedom is scarcely a century old. 

Private property. The institution of private property also is a 
remarkable and fairly modern institution. There was probably very- 
little private property in ancient days, common ownership by the 
tribe or nation or ownership by the chief or king being the rule. 
The feudal system was based upon ownership of at least the most 
important element of the wealth — the land — by the king or other 
ruler. Even today a certain part of the wealth of every community, 
more in some countries than in others, is owned in common as the 
property of government. But in the United States the great bulk of 
all the tvealth is owned by individuals. 

Private property involves not only the right of the owner to enjoy 
all the benefits of his wealth but also the right to say who shall own 
it after his death; that is, the right of bequest or inheritance. This 
attribute of private property greatly increases its significance as one 
of the conditions which control production in the modern world. 

Free enterprise. Individual initiative and individual control of 
enterprise came into being with the relaxation or abandonment 
of governmental control of the quantities and qualities of goods, of 
the places where goods could be sold, of prices and other terms of 
exchange, and of production and trade generally. Freed from the 
restrictions of government control, men of judgment, initiative, and 
daring took advantage of the opportunity to plan and operate 
business enterprises, induced by the prospect of personal gain. 

Thus in the United States of America today, it is generally not 
the Congress, the state legislature, or the city or towm authorities 
that say what sorts of goods shall be produced and what quantities 
of each, where they shall be marketed, and at what prices sold. Such 
matters are generally left to the personal judgment and free in- 
itiative of the men who direct modern industry: the farmers and 
miners, manufacturers and .merchants, bankers and brokers. 

Reaction from laissez faire: General. But we must not conclude 
from this broad characterization that the principles of laissez faire 
are today in complete possession of the field. The greatest develop- 
ment of economic freedom doubtless came in England and America 
and in certain of the British colonies and dominions. But nowhere 
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was laissez faire ever completely in operation. Always there have 
been some governmental controls that would not be countenanced 
by extreme laissez faire. Moreover, there has been going on for a 
considerable time a significant reaction against the extremes of 
laissez faire. Examination of recent economic history discloses that 
this reaction has resulted from two fairly distinct motives. 

Motives: (a) To make freedom work. In the first place, as time 
went on it became evident that complete economic freedom would 
not work. Consider, for example, the history of factory develop- 
ment in England. 

The new spirit of freedom, under the doctrine of laissez faire^ 
was instrumental in bringing about the Industrial Revolution, 
which got under way toward the end of the eighteenth century. 
Industry began to shift from the workers* homes to the factories. 
Conditions in many of the early factories were far from satisfactory 
according to modern English and American standards of health, 
safety, and morals. It is not to be inferred that this was a deteriora- 
tion in the condition of the common people. Conditions in the fac- 
tories were on the whole probably superior to what had prevailed 
in the homes from which the workers came. 

Gradually, public attention became focused upon factory condi- 
tions, both because of a growing attitude of social responsibility, 
attending the advancement in national wealth and well-being, and 
also because the concentration in the factories invited attention 
which was not attracted by similar or worse conditions in the sep 
arate homes. 

In the first enthusiasm for laissez faire, it had been assumed that 
under the regime of freedom, such problems would solve them- 
selves. The theory was that each employer was free to hire whom 
he pleased, and each laborer was free to work or not to work for 
any particular employer. If the sanitary conditions of a factory were 
too bad, no one had to work there unless he chose. This employer 
could not hire workers, since they would prefer to work in another 
factory where conditions were better. Thus the competition of em- 
ployers would ensure satisfactory working conditions. 

Actually it did not work out this way. The employees, because of 
inability or inertia, did not gain for themselves factory conditions 
acceptable to an awakening public opinion. In consequence there 
started a long history of factory legislation, progressively restricting 
the freedom of the employer to determine the working conditions 
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in his iactory. Laws rccjuired proper lighting, especially of stair- 
ways, proper ventilation, provision of adequate toilet facilities, 
handrails on stairs, guards on machinery to protect workers from 
accident. Hours of labor were restricted for women and children, 
and employment of children below a certain age was prohibited. 

Wc have taken the case of factory legislation simply as an ex- 
ample of the many ways in which the extreme freedom of laissez 
faire has had to be curtailed. The important point here is that this 
movement, though a reaction against laissez faire, was not a reac- 
tion against freedom. On the contrary, we have learned that free- 
dom itself needs legal protection; otherwise A, in the exercise of his 
complete freedom, may interfere with the freedom of B. 

In the former ‘'horse-and-buggy days/' everyone was almost cotii- 
pletely free to drive as he chose upon the public highw^ays. In the 
modern days of the automobile, we have no wish to prevent the ut- 
most possible freedom in the use of the highways. But we have had 
to recognize that, paradoxically, if all automobile users w’’ere al- 
lowed complete freedom, no one would be free in the use of the 
highways. We have had to I'estrict the highways to licensed opera- 
tors; we have set speed limits; we have restricted the size and w^eight 
of trucks; wc have established traffic lights at road intersections; 
and we have crystallized by law and police enforcement the rules 
of the road, which in the horse-and-buggy days were generally 
left to their own enforcement. Were it not for all these restrictions 
upon the freedom of other motorists, the ‘‘freedom" of each one of 
us to use the public highway would be largely an illusion. 

Thus this motive back of the reaction from laissez faire is not 
to turn our backs upon economic freedom, but rather to make eco- 
nomic freedom work. The concession to government authority is 
the price we have to pay for real and practical freedom. So long as 
the system of economic freedom is desired by man, and human 
nature is as it is, there will always have to be such restrictions upon 
extreme freedom, and progress and the passage of time wdll lead 
continually to new forms of control, along with alteration or repeal 
of former restraints. The present concept of economic freedom in- 
cludes, and is not contradicted by, such controls. 

(b) To displace free enterprise. The other motive behind the 
reaction from laissez faire represents an attack upon the basic 
principle of free enterprise itself. It springs from distrust of the 
economic and social results of economic freedom and from a belief 
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in the superiority of the conscious or authoritarian control of pro- 
duction. 

This is the philosophy of the socialists and the communists. 
While these two groups differ on certain points, and their attitude 
toward each other is generally characterized by distrust and bitter 
hostility, they are in agreement in their opposition to economic 
freedom. In fact they are not content even with full governmental 
regulation of production in the hands of private persons. 

What they demand is the abolition of private ownership of the 
instruments of production. All the farms, mines, and other lands 
would be owned by the government, as well as all the factories and 
their machinery, the railroads and their rolling stock, automobiles 
(at least those used in production), ships, and in short all land and 
all capital. Production would not be merely controlled but would 
be directly conducted by government through the ownership and 
operation of all the instruments of production and the control of 
all labor as employees of the state. 

Economic freedom has been attacked also by fascism, a doctrine 
which arose in the interval between the First and Second World 
Wars and quickly gained full command in Italy and Germany, It 
is sometimes erroneously supposed that communism and fascism 
represent the two opposite poles of economic doctrine or policy. 
Actually in most fundamental respects there is little difference be- 
tween them. The principal difference is that fascism is not so much 
interested in government ownership of land and capital. It ac- 
complishes its purposes by the extreme of government control and 
regulation of privately-owned enterprise. Prices are fixed, wages 
controlled, business concerns are told what to produce, and how 
much, and where and to whom to market the product. Govern- 
ment officials are in controlling positions on the boards of directors 
and among the officers of business corporations and labor unions. 
While private ownership may continue in name, it is only a shell, 
not the substance, and true economic freedom is nonexistent. 

Another governmental system which represents rejection of, if 
not reaction from, the principles of economic freedom, is the mil- 
itary dictatorship. Japan, until her defeat in the Second World 
War, furnished an example. The combination of long-standing 
feudal institutions with the military dictatorship of more recent 
times in Japan has always been a bar to economic freedom and free 
enterprise. Spain represents another example. Here an economic 
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system largely feudal in character came, in the spring of 1936, 
under the control of a socialistic regime, which was in turn o\'er- 
thrown in the lall of 1939 by General Franco, who thereafter gov- 
erned the country by virtue of military power, Military dictator- 
ships are more or less prevalent among the nations of Central and 
South America. 

The present area of freedom. In the years preceding and imme- 
diately after the Second World War, socialist and communist senti- 
ment was spreading in many parts of the world. The disintegrating 
effects of war aided the propagation of such sentiment. It provided 
also fertile ground for the rise and growth of military dictatorships. 

At the present time the institutions of economic freedom are in 
operation in relatively few countries. We must of course exclude 
from the area of freedom the uncivilized nations which occupy 
much of Africa and the Pacific islands, because they are not capable 
of supporting a system of free enterprise. Other large areas of an- 
cient civilization but arrested development — India and China are 
examples — do not provide an environment hospitable to economic 
freedom. What is more significant for our purposes is tliat, even 
among nations of advanced civilization and highly developed eco- 
nomic activity, free enterprise is rather the exception than the pre- 
vailing rule. Moreover, there has been a tendency in recent years 
for some such countries to abandon the system of free enterprise 
previously established in favor of some form of authoritarian 
control. 

In view of the rapid changes now taking place in the political 
and economic structures of many countries, it is impracticable to 
draw up a complete and definite list of countries which should be 
included in the area of economic freedom. We know that such a list 
would include the United States, Canada, and the Union of South 
Africa, and perhaps Australia. In Europe only Switzerland and one 
or two other small countries could be included with certainty; in 
Latin America not more than one or two countries. 

It is uncertain how Great Britain should be classified. The vic- 
tory of the Labor Party in 1945 was definitely a verdict for social- 
ism in an election which presented a clear-cut issue of free enter- 
prise vs* ^'planned economy.’* On the face of the matter, therefore^ 
it would appear that Great Britain has withdrawn from the area of 
economic freedom. But the decision has been taken so recently, and 
the British people are so traditionally averse to abrupt changes of 
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national policy, that it is by no means certain how things will turn 
out. 

Viewpoint of this book. In spite of the fact that political and 
economic freedom prevails today in only the minor part of the 
world — ^whether measured in terms of area or of population — the 
primary purpose of this book is to study the economic facts and 
principles of the free economy. 

This does not imply unawareness of the importance of other eco- 
nomic systems, based upon totalitarian control of economic activity, 
or of the interest that attaches to their study. Nor do we have any 
intention to beg the question as to the relative superiority of free 
enterprise and government control. In the last chapter of this book 
we shall devote some considerable space to the study of some of 
these other systems, particularly socialism, communism, and fas- 
cism. At that point we shall seek to make some comparison of the 
economic consequences of different systems and their respective 
effects upon human welfare. 

‘ This book, however, is frankly addressed to American students. 
Its basic purpose is to aid them in acquiring knowledge of the 
economic environment in which they live. And the economic sys- 
tem of the United States of America always has been and still is, 
by and large, based upon economic freedom and free enterprise. 
It is the functioning of this system and its economic consequences 
which impinge most directly upon the daily lives of the American 
people. Hence the viewpoint of this book. 

The free enterprise system: The motive of productive effort. The 
goal of all industry is production, in order that human wants may 
be satisfied. In the modern economy, each producer is, under the 
institution of personal and economic freedom, at liberty to pro- 
duce vi^hatever he chooses, and the institution of private property 
permits him to have and dispose of what he produces. Thus is the 
desire for the satisfaction of wants liberated, to become the motive 
force behind production as it* could never be without freedom and 
private property. The slave may cherish wants without result in 
increased application and diligence. He does as little as he can 
without incurring the wrath of the overseer, because he knows that 
there is small connection between his efforts and the satisfaction of 
his wants. A free man, on the contrary, has the right to enjoy the 
fruits of his toil, and he is spurred on to eflEorts more or less ener- 
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getic and elTective, acco|'ding to the urgency of his wants and his 
productive capacity. 

But as we have seen, riiodern society is organized upon a codpera- 
tive basis, which meansj in the first place, that one does not pro- 
duce the things that wijl satisfy his own wants, but must first ex- 
change his own product I for goods produced by others, and second, 
that production must submit to an extremely complex organization 
controlled by certain individuals, the entrepreneurs. 

For the great mass of the workers, the connection between effort 
and satisfaction of wants, though it still exists, becomes less direct 
and less obvious. Nevertheless the basic motive remains; the wage 
earner is aware that the amount of his “wages depends, in some 
measure at least, upon i;he efficiency of his productive efforts, and 
the entrepreneur thinks of the profits of his business. 

The modern motive i:o productive effort is thus frankly self-re- 
garding, and modern industry proceeds along the lines of competi- 
tion, which means in general that each is acting independently in 
his own interest without primary regard to the interests of others. 

Control of production by price. Such being the motive to produc- 
tion, and its direction being in the hands of the entrepreneurs, 
what is it that guides the judgment of the latter and tells them what 
goods to produce, whatj quantities of each, where to send them, 
and to whom to sell them? 

The answer is price. Prices determine profits or losses and so 
invite or repel the entrepreneur as he casts his eye over all the 
possibilities in the field of production. Wages, the price of labor, 
turn laborers from one industry to another. Price directs the flow 
of savings into new ca]>ital equipment for this industry or that. 
Price determines the amount of iron ore that will be mined, the 
amount of wheat that will be raised, whether wheat will be sent 
to one country or another. Price is so omnipresent and so subtle a 
force that few are fully aware of its significance or realize how 
completely it controls our economic life. 

A simple illustration will make this clear. Ask any farmer what 
he would do if he knew or firmly believed that the price of wheat 
were going to double without a proportionate rise in agricultural 
costs. Having every reason to anticipate greater profits, he would 
undoubtedly try to grow more wheat per acre and plant some acre- 
age to wheat that had previously been devoted to another crop or 
Iain fallow. In his effort(5 to produce more wheat he might bid for 
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laborers, offering them higher wages to induce them to leave their 
present jobs, and he might purchase new machinery, so stimulating 
the manufacture of farm machinery and directing capital into 
that line of industry. Conversely a fall in the price of wheat, 
threatening lower profits or even losses, would reduce its produc- 
tion, might lower farm wages, and would tend to check the flow 
of capital into farm machinery. 

The American farmers rejoiced in the high prices of the First 
World War. Profits were large and production expanded enor- 
mously to make up for the interruption to the flow of wheat from 
Russia, Australia, and the combatant countries. The return of 
peace brought with it an approach to normal conditions. Australian 
wheat could get to the market, and France could devote capital and 
labor to raising wheat. The price of wheat dropped, and American 
farmers found themselves in a desperate plight. The explanation 
was simple; the world production of wheat was too great to be sold 
at a profit by all of the farmers. The automatic check was working 
in the direction of decreased production. This was obviously pain- 
ful to the farmers after their period of prosperity, but it was the 
only way to raise the price to a remunerative level. 

Guiding production to meet consumers’ wants. Price is the 
medium through which the consumer makes his voice heard, tell- 
ing those whose judgment directs industry how much of each good 
to produce and whether any particular good should be produced 
at all. If someone is willing to pay a sufficient price, anything con- 
ceivable will be produced, from bread and coats to diamond shoe 
buckles. If for something else no one is willing to pay a price from 
which the producer can foresee a profit, then that thing will not be 
made. There is no production of the old-fashioned spinning wheels, 
or of clothing of a bygone style, or of gold horseshoes, because no 
one will pay the necessary price. 

When government authority was displaced by free enterprise 
under the control of price as the directing force back of production, 
the control of production was actually given over to the consumers, 
or more specifically to those who have the wherewithal to pay for 
the things they want. Production is thus directed, not toward the 
maximum of things which someone may consider most beneficial 
to mankind on the basis of some ethical or moral standard, but 
toward the things which are wanted by those who can pay for 
them. 
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Allocating the factors of production among competing uses. 
Production of anything requires the services of the three factors of 
production: land, labor, and capital. These factors are strictly lim- 
ited in quantity; yet the products mankind could use to satisfy his 
wants are unlimited. With all these products crying to be produced, 
so to speak, it is price that determines where the limited factors of 
production shall be employed. High prices for the products in any 
particular line attract the attention of the entrepreneurs, and they 
direct land, labor, and capital into that branch of production. Fail- 
ing prices, with diminishing chance of profits, are the automatic 
check to overproduction. Prices of raw materials and wages govern 
costs and have the opposite effects, tending to stimulate production 
when low, and putting on the brakes when high. 

Rationing supplies of scarce goods. Price operates also to ration 
the supplies of scarce goods. Where an unfavorable growing sea- 
son results in a short crop of peaches, for example, what determines 
who will enjoy the scarce fruit? The answer is price. In a free mar- 
ket the price of peaches will begin to rise. Some of the consumers, 
who would have bought peaches at the previous price, now lose 
interest. The group increases as the price goes on ascending. Fi- 
nally an equilibrium is reached at which the stock of peaches just 
goes around among those who are willing to pay the price. 

Here is a smooth-working automatic rationing system, which sees 
that the scarce good is distributed among those whose demand for 
it, as measured by their willingness to pay the higher pi'ice, is the 
greatest. This automatic rationing system is in sharp contrast with 
the governmental rationing with which all Americans became fa- 
miliar during the Second World War. There was then not a free 
market; prices were set by the government. 

For the most part the purpose of official rationing was to hold 
the prices down below the levels they would have reached when 
war conditions brought scarcity of certain goods. The automatic 
rationing system was thus prevented from working. An authori- 
tarian rationing system had to be imposed, with its cumbersome 
machinery of ‘Apriorities,'* “rationing boards," “sugar cards," “but- 
ter points," “gasoline rations," etc. 

When official price-fixing prevails, without an official rationing 
system, as was the condition for a time after the Second World War, 
the situation is even more chaotic. Then in the absence of any 
rationing, automatic or official, we had the queues of housewdves 
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Standing hopefully in line at the grocery store in quest of butter, or 
bread, or meat; the ladies following every rumor regarding the 
possibility of getting a pair of nylons; storekeepers subjected to 
various pressures for special favors; and finally the “black market,'* 
where price struggles, in spite of legal prohibition, to perform its 
normal rationing function. 

Competitive bargaining. Competitive price is actually determined 
by bargaining between sellers and buyers, producers and consumers. 
Each consumer of wheat is striving to purchase his wheat at the 
lowest possible price, while each seller strives to sell for the highest 
possible price. The only restraint imposed is that of self-interest. 
A seller hesitates to be too grasping, lest he lose his trade to another 
seller; a buyer fears to hold off for a low price too long, lest he lose 
the opportunity to buy at any price. If the existing stocks appear 
deficient, this bargaining of sellers and buyers tends to a rise in 
price and economy in present use, with more held back for future 
needs. The opposite results follow the fall in price which is induced 
by abundant present stocks. And finally the high or low price en- 
courages or discourages future production to replace the present 
stocks. 

To sum up, we may say that price (1) guides production into the 
fields most desired by the consumers, (2) allocates the factors of 
production among competing uses, and (3) rations scarce supplies of 
certain goods. 



CHAPTER VI 


Price and the Market 

The problem of price: Price in the free economy. In the preced- 
ing chapter the importance of price as the control mechanism of 
the free economy has been stressed. So important, indeed, is price 
for this purpose that it would be no exaggeration to say that price 
is at the very heart of the science of economics. 

When division of labor becomes virtually universal, economic 
life centers about the exchange of goods and services through the 
medium of money. With comparatively few exceptions, whatever 
anyone produces must be sold for money, and whatever anyone 
acquires must come by purchase with money. 

A pecuniary system. This pecuniary character of modern life, 
while in a sense self-evident, is not always given its due place in 
our thinking. In order to arrive at fundamentals, we are frequently 
reminded that money is not the aim of economic exertion but is 
only a medium, serving the purpose of passing goods from producer 
to consumer with a facility not possible under a regime of barter. 
The ultimate social purpose of production is not the obtaining 
of money, but the production of goods to satisfy human wants. And 
the acquisition of money (except to the traditional miser) is not for 
its own sake, but simply as a means to the possession of the things 
that satisfy wants. 

These are indeed profound truths. But they are not the terms 
in which the businessman thinks. To the shoe manufacturer, his 
factory is operated, not to the end that the community may be 
comfortably shod, but that profits may accrue to himself. His pay- 
ment of wages and other costs are not thought of as the means 
whereby his laborers and others may obtain satisfaction of their 
wants; they are considered as payments of money, necessary to the 
conduct of the business. The disposal of his product is thought of 
in terms of the money brought in, which he regards as the true 
purpose of his enterprise. 

In this sense the shoe manufacturer's goal is not making shoes, 
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but “making money/’ This is the businessman’s point ol view. And 
the businessman is the centre of the modern economic system. 

Just as the businessman thinks in terms of money so do his. 
employees, who receive wages, and so do all of us in our dual 
capacity of receivers oi^ money incomes and buyers of goods. The 
modern system is in truth a pecuniary system — a money economy — 
centred about the exchange of goods and services for money prices. 

Prices fixed by statute or custom. It therefore becomes one of the 
important purposes of economics to learn how prices are de- 
termined. There was a time when prices were determined largely by 
custom and law. People in the Middle Ages talked of “just prices, 
“fair prices,” etc. When a seller sought to exact a price higher than 
the customary price he at once laid himself open to suspicion. So^ 
also of the buyer who sought to compel a price lower than the 
customary one. In general a price was just if it was as it always 
had been; the just price was the customary price. Custom was 
powerful in those days, and the mere force of custom alone had 
great influence in preventing serious fluctuations in prices. To the 
aid of custom came law, civil and religious, which undertook, more 
or less completely, to prescribe what were the fair and just cus- 
tomary prices and to forbid departure therefrom. 

But neither law nor custom was able permanently to prevent the 
price changes which followed in the wake of changed economic 
conditions. There was some attempt to adapt the law to these 
changes, and the legal prices were altered from time to time, but 
the law was unable either to resist the changes or to adapt itself 
to them. Evidently there were forces at work more powerful than 
custom and statute law. 

The legal determination of price gradually declined and finally 
ceased to exert an important influence, though the policy has never 
completely disappeared. In the United States today, legislative au- 
thority regulates the rates charged by the railroads for trans- 
porting both passengers and freight. Trolley fares, telephone rates, 
telegraph rates, etc., are subject to legal control. Rates charged by 
gas companies, electric companies, water companies, and other local 
public utilities are generally limited by official authority. But the- 
mention of these cases is sufficient to remind us that they are the 
exceptions and not the rule and that prices in general are evidently 
not determined by legislation except in times of war. 

Custom likewise still plays a considerable part in the control 
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of price. The fees charged by physicians, lawyers, and other pro- 
fessional men, barbers, bootblacks, etc., are quite generally re- 
stricted by custom. But it is evident that, in spite of custom, the 
prices of all these services do change and that there is at no time 
universal conformity to the customary schedule. What custom does 
in these cases is not to determine prices, l»at rather to act as a 
steadying force, keeping most prices in line with the customary 
standard and preventing many great and sudden changes. And after 
all these prices again are the exceptions, not the rule. 

Are sellers or buyers free to fix prices? People sometimes talk 
as though they thought the retail sellers of goods had complete 
power over prices. Does not the merchant, we are asked, fix his 
prices as he sees fit? What does the customer on the other side of 
the counter have to say about it? He can take the goods or leave 
them; that is all. But obviously things are not so simple as this 
for the retail merchant. In the first place, he was a buyer before 
he became a seller, and the prices he charges are obviously related 
to the prices he had to pay for the goods. Finally the buyer does 
have an influence on prices, exercised through his power to refuse 
to buy. 

Is price a mystery? How is it then that prices come to be what 
they are? We have seen the extraordinary variety of prices. Some 
at least appear to be entirely freakish. A diamond may sell for a 
thousand dollars, a loaf of bread for fifteen cents. How is it that 
the mere luxury is worth over six thousand times as much as a 
prime necessity of life? A dress suit, worn only on rare occasions, 
may cost a hundred dollars; a suit for everyday wear, only forty- 
five. Why does the price of the less necessary thing exceed that of 
the more necessary? We have seen that prices are constantly chang- 
ing, some rising while others are falling, and the average of all 
prices moving steadily downward for years and then as steadily 
rising. 

Is all this complexity a mystery incapable of explanation? Is price 
merely a matter of chance? Or is it the natural result of causes 
which may be discovered? Certainly price is of enough importance 
in human affairs to make the search for its explanation worthwhile 
if there is promise that the inquiry will be rewarded by success. 
The investigation of the forces that ^determine price is the task 
next before us. 

The market: Definition. The word ‘‘market,*' in the vocabulary 
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of economics, lias a somewhat broader content than is given it in 
ordinary usage. As technically defined, a market for any good is a 
place where buyers and sellers exchange that good* 

This definition includes every place where buyers and sellers ex- 
change goods, even though there may be no formal market organ- 
ization. Thus the New York Stock Exchange is a formal, highly 
organized market. Less formally organized, though definitely lo- 
cated in one building or area, are the “public markets’" maintained 
in certain cities. Retail markets generally are not organized or 
definitely located. The retail strawberry market of a city need not 
be any formally organized market in a special building or place. It 
may be simply the various retail stores and offices where dealers 
and consumers sell and buy strawberries. 

It is not even necessary that all the buyers and sellers be phys- 
ically present at the market. They may be in communication with 
the market by telephone, telegraph, or mail and represented there 
by agents or brokers. The market is simply the place at which 
buyers and sellers make their influence felt, at which exchanges are 
made, the meeting point of the forces that determine price. 

Free market. A free market is a market in which there is no 
rationing of goods and no official control of prices* During the Sec- 
ond World War we experienced markets that were not free, where 
there was “only one to a customer,” where most goods could be 
bought only on presentation of the appropriate “ration points,” 
where the government fixed “price ceilings” on most products, and 
where purchasers of many articles had to obtain official “prior- 
ities.” A market with controls such as these is a controlled market. 
In the following discussion it will be assumed, unless otherwise 
stated, that the term “market"' means a free market as here de- 
fined. 

Why do people buy and sell? When Mr. Brown purchases a 
pair of shoes of a particular size, color, and style, he does so, first, 
because he wants these particular shoes, and, secondly, because in 
our money economy there is no other practical way to get them. Of 
course, he might make a pair of shoes for himself. But if he is 
not a shoemaker but, say a lawyer, for him to do so would be 
folly. While making himself a pair of shoes he would be losing 
earnings from his profession worth many times the crude pair of 
shoes he could make. Moreover, there are experiened shoemakers 
organized and equipped to provide Mr. Brown with a pair of shoes 
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of better quality and at much lower cost. The storekeeper is 
willing to sell Mr. Brown the shoes since, as a merchant, he is in 
the business of buying and selling shoes for the sake of making 
a profit for himself. 

Common and conflicting interests of buyers and sellers. Under- 
standing of the free market requires recognition of the fact that, 
in exchanging goods and services, buyers and sellers have both com- 
mon and conflicting interests in the transactions. Mr. Brown and 
the storekeeper each seeks an advantage for himself and therefore 
wants the exchange to take place. But underlying their common 
interest, each one's interest in the transaction is conditioned by 
the price. If Mr. Brown is willing to pay the |15 asked for the 
shoes, he might lose interest if the price were $20, while the lower 
the price the better Mr. Brown would like it. On the other side, 
the storekeeper, by quoting a $15 price, is obviously willing to sell 
at that figure. He probably would not be willing to sell for |10. 
His interest is to sell as nearly as he can at the price that will 
yield the maximum profit. 

These common and conflicting interests of buyers and sellers 
appear in a variety of different market situations. It is the purpose 
of the balance of this chapter to obtain a general and preliminary 
view of how these interests of buyers and sellers operate to de- 
termine price under various market conditions. 

Higgling exchange. Farmer Jones intimates to Farmer Smith 
that he might be interested in buying the latter's bay mare. Farmer 
Smith indicates his willingness to sell. Here is established an in- 
itial common interest in an exchange. But this interest, held by 
both in common, is strictly conditional and only cautiously ad- 
mitted by either party. 

The conflict between their interests centers in price. Farmer 
Jones, the buyer, desires to buy the horse at the lowest possible 
price. Farmer Smith's interest is in obtaining the highest possible 
price. During the higgling and bargaining over the exchange, each 
determines for himself just how good a horse the mare is. By suc- 
cessive bids and offers, Jones seeks to discover Smith's lowest sell- 
ing price and, likewise. Smith seeks to discover Jones's highest buy- 
ing price. Whether there will be an exchange and, if so, what price 
will be paid depends, first, upon whether Smith's lowest price is 
below Jones's highest price, and then upon the relative bargaining 
shrewdness of the two parties. 
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Here we have an example of one of the simplest types of market 
situation: only one article is to be exchanged; there is only one 
pz'ospective seller and only one prospective buyer; no price is 
quoted in advance. The result is determined by a process of bar- 
gaining, or higgling, as the economist likes to call it. 

The common auction. Mrs. Pierce decides that she would like 
to sell her set of antique dining room furniture. She is not certain 
that there is anyone who will have with her a common interest in 
the sale. She does not know how the conflict between herself and 
any prospective buyers as to price will work out. She does want to 
get the highest price she can get. 

So Mrs. Pierce has her furniture put up at auction. The descrip- 
tion of the furniture and the time and place of the auction having 
been publicly announced, those who are interested in the possi- 
bility of buying assemble, and the auctioneer calls for a bid. Some- 
one starts by bidding a small amount, say $50. The auctioneer 
announces this figure and suggests that the furniture is worth much 
more than that. Someone else, being willing to pay more than that 
if necessary, bids $75. Then come other bids, each one higher than 
the last. As the price rises, the less eager bidders, one by one, lose 
interest and cease bidding. Finally there may be only two bidders 
left. A has just bid $500. B offers $510. A comes back with $525. 
The auctioneer looks invitingly at B and listens. When no word 
comes, the auctioneer, to give all comers one last chance, says: 
'‘Going, going . . . gone; to Mr. A for $525.*’ Thus the sale is 
made. 

Such a market process resembles the higgling example in that 
there is just one article for sale and only one seller. The difference 
is that there are now several prospective buyers. 

The seller has a minimum price below which he would not 
choose to sell. He usually protects himself against a sale below that 
price either by having the auctioneer announce it or more usually 
by having a confederate at the auction instructed to bid the mini- 
mum and so obtain the article if no one else should bid as much. 

Each of the prospective buyers has his own upper limit, just as 
in higgling, and each would like to buy the article for a price as 
much below his maximum as possible. As the bidding proceeds, 
the price rises successively above the highest prices of the bidders 
in the reverse order of their eagerness. One by one the bidders 
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drop out until the article is sold to the most eager bidder, the 
bidder whose price limit was the highest. 

If a seller sets a minimum price, it will be high or low according 
to his eagerness to sell, and if the minimum price thus exceeds the 
maximum offer of the most eager buyer no sale will be made. 

The seller in an auction does not necessarily receive the highest 
price that any buyer would pay. He has no assurance that he has 
received the maximum price that the most eager bidder was will- 
ing to pay, but only a price somewhat higher than the maximum 
of the second most eager bidder. 

The auction introduces the phenomenon of competition. There 
are now several buyers, and they are competing with each other. 
The result is that the sale is made to the buyer w4io is most eager 
as indicated by his offering a higher price than any other com- 
petitor. 

The buyer’s auction: Open bidding. Let us consider another form 
of exchange. When the government of the Republic of Colombia, 
which has no printing and engraving establishment of its own, 
needs some new bank notes, announcement is made of a public 
bidding at a specified time and place in Bogota. There accordingly 
assemble the salesmen of all those printing and engraving firms that 
may be interested in getting the contract. The ofiicial in charge 
announces the terms of the contract, all except the price, and calls 
for bids. Someone starts with a good high figure. Someone else bids 
a lower price. The bidding goes on until finally the contract is 
awarded to that firm which offers to do the job for the lowest 
price. 

Here we have a form of exchange that is a sort of auction in 
reverse. Instead of one seller and several buyers, we have here 
one buyer and several sellers. Allowing for this difference, the eco- 
nomic principles involved are the same as in the ordinary auction. 
Both the buyer and the seller are initially interested, though not 
certain that they can reach a mutually acceptable price and so 
effectuate a sale. The buyer has in mind the highest price that he 
will pay, which he enforces by reserving the right to reject all bids 
if none is as low as his top price. Below that he wants the lowest 
price he can get. Each seller has his minimum price. Each will drop 
out of the bidding when the bid price goes below his minimum. 
The contract finally goes to the firm that offers the lowest price, 
assuming that this is not higher than the buyer’s maximum. 
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Sealed bids. Consummation of the exchange when there is one 
buyer and several sellers is not always accomplished by the method 
of open bidding. If a city government desires to have the annual 
report of its, park department printed, the usual procedure is for 
the city to advertise its requirements and call for “sealed bids’" from 
the printers. Each printing firm that may be interested sends in a 
bid, stating the price at which it is ready to print the report. When 
the bids are all in, the oflficial concerned examines them and 
awards the contract to the company that offered the lowest price. 

Here once more we have the initial common interest of buyer 
and seller, without knowledge as to whether there is going to be 
an actual transfer since the city reserves the right to reject all 
bids. As the buyer, the city has in mind the highest price it is 
willing to pay. Should all bids name prices higher than this, it will 
reject them all. Below that, it wants the lowest price it can get. 

Each seller has his own minimum price, but he would like to 
get the contract at a price as much as possible above his minimum. 
Being ignorant of the prices bid by his competitors puts the 
would-be seller at a certain disadvantage. He will have the best 
chance of getting the contract if he bids his minimum price. But 
the higher he can make his bid — and still get the contract — the 
greater will be his profit. So he has to use his best judgment, seek- 
ing to hit upon the highest price, above his minimum, that will 
still have a good chance of being under the next lowest bidder. 

Clearly the method of the sealed bids does not permit quite so 
close a meeting of minds of buyer and sellers as comes from open 
bidding. It is nevertheless the method very generally used, by priv- 
ate businessmen and corporations as well as governments, in such 
matters as selecting a contractor to build a house, or pave a city 
street, or furnish various kinds of supplies, such as coal, or provide 
services, such as painting a building. 

Price at the buyer’s auction. Where an article is purchased by a 
single buyer as the result of bidding of several prospective sellers, 
we have competition of sellers. The buyer has a certain maximum 
price, which will be high or low, according to the degree of his 
eagerness to buy. So long as any seller bids below this price, there 
will be a sale, and the height of the price will be related to the 
eagerness of the sellers. The most eager seller will emerge when he 
offers a price lower than any other competitor, and it is his eager- 
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ness to sell that will be the ultimate factor in settling the height 
of the price. 

Just as the seller in the ordinary auction does not necessarily 
obtain the highest possible price, so the buyer in the buyer’s auc- 
tion is not necessarily assured of the lowest possible price. What 
he gets is something lower than the minimum of the next lowest 
bidder; that may still be above the minimum of the final bidder. 
For the seller to get the lowest possible price would require a final 
process of higgling with the last bidder. This is not customary in 
connection with an auction of either sort. 

The organized, exchange. Still another type of market may be 
found in the speculative exchanges, such as the Chicago Board of 
Trade, where there is daily buying and selling of wheat, oats, corn, 
and other grains, or the Cotton Exchange, or the stock exchanges 
which have been set up in our larger cities for convenience in deal- 
ing in corporation stocks and bonds and the bonds of national, 
state, and local governments. 

We may take the New York Stock Exchange as an example. This 
is an association — in certain features something like a club — whose 
members are professional dealers in stocks and bonds, commonly 
called brokers. The association has an imposing and finely- 
equipped building in New York City at the corner of Broad and 
Wall Streets. A large hall is devoted to the actual business of buy- 
ing and selling, which is carried on each business day from 10:00 
A.M. to 3:00 p.M. Scattered about on the “trading floor” of this hall 
are many “trading posts,” something like large circular desks or 
counters. Each stock or bond which is “listed” for dealings on the 
Exchange is assigned to one of these posts. 

Thus any broker interested in buying or selling, let us say, the 
stock of the New York Central Railroad Company will go to the 
particular post to which this company's stock has been assigned. 
There he can count on finding all the other brokers who at that 
particular moment are interested in either buying or selling this 
particular stock. 

Bidding may be started by Broker A calling out to the assem- 
bled group of brokers that he would like to buy 1,500 shares of 
N. Y. C. R. R. Co. stock, for which he would like to pay 87i/g, that 
is 187.125 for each share, the par value being $100. Actually custom 
has developed a code of words and dumb-show signals by which this 
announcement is made in less time and fewer words than it takes 
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to write it. Immediately after A’s announcement. Broker B calls out 
that he will sell 100 shares, but at a price of 87%. Broker C then 
announces that he will buy B's stock for 87%. He obviously beats 
the price that A offered. A will then have to decide immediately 
whether to offer something higher, say 87% or drop out. However, 
another broker, D, may in the meantime have shouted an offer 
to sell at 87%, which beats B's bid. 

In this way the various brokers get into the bidding, each an- 
nouncing the price at which he will either buy or sell. Of course 
any broker, having bid a certain price, is free to change his price 
at any time until he has come to agreement with another broker. 
Just as soon as any would-be seller is satisfied with the price bid by 
a would-be buyer, and vice versa, these men signal acceptance to 
each other, and the deal is closed. 

The bidding, buying, and selling go on among the brokers 
present so long as any one is interested or until the Exchange closes. 
On the occasion of very active trading, the shouting and gesticulat- 
ing become extremely noisy and excited, and the floor presents a 
scene which to the uninitiated would look like utter confusion. Yet 
business goes on rapidly and effectively. 

Dealings on the stock exchange present a type of exchange dif- 
fering from those we have previously examined, in that we now 
have several parties on both the buying and the selling side. There 
is competition of both buyers and sellers. The procedure of the 
exchange offers the perfect method for bringing buyers and sellers 
together and discovering both whether any two or more have a 
common interest in exchanging and also the price, if any, at which 
agreement is possible. 

As in other types of exchange, each seller, though he has in 
mind the lowest price at which he would be willing to sell, is 
trying to get the highest price he can. He will announce an offer 
at a price somewhat above his minimum, and by means of the sub- 
sequent bidding, in the course of which he may have to lower his 
own offered price, will eventually either find the broker who will 
pay him the best price, or learn that no one is ready to give him 
even his minimum price. 

Similarly each buyer has in mind a maximum price. He starts 
bidding somewhere below that. Eventually he either finds the 
broker who will sell at the lowest price or discovers that there is 
no one willing to sell except at a price higher than he will pay. 
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Price quoted by the seller. The common feature of the four types 
of exchange which we have so far examined is that buyers and 
sellers come together without any previous announcing of the 
price. Price is the principal matter that has to be determined by 
their higgling or bargaining or bidding. 

This fact makes these market situations all different from our 
earlier example of Mr. Brown and his shoes. When he went to the 
shoe store^ he found the price already announced by the store- 
keeper — the seller. There was no occasion for higgling over the 
price or of making or receiving bids. He could either take the 
shoes at that price or leave them. If the price was above his max- 
imum, he did not buy. If it was below, he made his purchase, with 
more or less satisfaction on account of the margin below what he 
would have paid if he had had to. 

This form of exchange is obviously typical of the sales in retail 
stores and by service agencies such as the laundries, cleaning and 
pressing establishments, gas companies, railroads, etc. It is the sort 
of exchange by which we acquire the great bulk of all the con- 
sumers' goods which serve to satisfy our everyday wants. 

In such transactions both the storekeeper and the customer have 
a common interest in making the exchange. The conflict of interest 
may not be quite so clear, but it is there. The customer would like 
to get the article at a low price and he has in mind a maximum 
price above which he will not go. But he has no opportunity to 
higgle with the storekeeper in order to get a lower price than is 
marked. If he thinks the price is too high, he can merely refrain 
from buying — “take it or leave it.'* 

The storekeeper, on the other hand, has his own minimum 
price, below which he will not sell. Economists call this the reser- 
vation price. The storekeeper does not usually quote the price at 
this minimum, since it is generally to his interest to get a higher 
price. What price above his minimum he quotes depends upon his 
judgment as to the willingness of his customers to buy at various 
prices. But he declines to higgle in order to make a sale to a 
reluctant customer. If the customer considers the price too high, 
the storekeeper simply loses that sale. 

Price quoted by the buyer. A variation from the last example is 
to be found in connection with the sale of grain by the American 
farmers, especially in the central and western states. A farmer, for 
example, after harvesting his wheat, takes it for sale to the ele- 
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vator company in his neighborhood. Arrived there, he finds a price 
quoted at which wheat will be purchased. He has already deter- 
mined the lowest price at which he will sell. If he finds the eleva- 
tor’s price below this, he has nothing to do but take his wheat home 
and either hope for a better price later or come down on his own 
minimum. If the elevator’s price is the same as his minimum or 
higher, he sells, with more or less satisfaction according to the mar- 
gin above his own minimum. 

Here again we have competition of both buyers and sellers. The 
contrast between this and the ordinary buying at the retail store 
is that, whereas in the stores the prices are quoted by the seller, 
leaving the buyer the choice of “taking it or leaving it,” in the local- 
wheat markets it is the buyers who quote the price and the sellers 
who “take it or leave it.” 


EXERCISES 

1. In the so-called Dutch auction it is the custom “to offer property at a 
price above its value, then gradually lowering the price, till someone 
accepts it as a purchaser.'" {Webster's New International Dictionary, p. 
686.) Compare this method with those described in the text. Show how 
and to what extent the sellers* and buyers* interests are reconciled in the 
final price. 

2. In the discussion of the commodities traded in the various types of 
markets described, what do you observe is the individuality or uni- 
formity in the several markets? Would you say there was a market for 
wheat — or separate markets for .Manitoba No. 1 winter wheat, etc.? a 
market for stock or a market for General Motors Company common 
stock, etc.? 



CHAPTER VII 


Price Determination Under Pure Competition 

Competition. From the seller’s viewpoint, the most significant 
classification ol markets relates to the character and degree of com- 
petition which prevails between himself and other sellers. Com- 
petition is the effort of two or more sellers to sell to the same per- 
son or persons y each seller acting independently in his own interest 
without regard to the interests of other sellers. This is obviously 
competition of sellers. There may be also competition of buyers, 
with an analogous definition, but this concept is seldom employed. 
Where the term competition is used without qualifying words, 
competition of sellers is to be understood. 

In the study of markets and the forces that determine prices, it 
is essential to distinguish two types of competition, pure competi- 
tion and imperfect competition. 

Pure competition. Pure competition exists when the following 
conditions are met: 

(1) The product exchanged must be, in the minds of the buyers, 
identical for all sellers, so that a lower price is the only factor that 
will lead buyers to prefer one seller to another. 

(2) The total number of sellers must be very large. 

(3) The amount which each seller can offer for sale must be 
a very small part of the total quantity offered, so that no change 
in the amount he offers can have an appreciable effect on the 
price. 

(4) All sellers and buyers must be well informed and keen, and 
acting with complete independence of each other. 

When these conditions are all present in any market, no seller 
can by himself exercise any control over the price. Since any sel- 
ler’s product is considered by buyers to be just like those of his 
competitors, and since the buyers are well informed and keen, no 
one will buy from a seller if he asks a price above that of other 
sellers. Since each seller offers only a small share of the total of 
goods for sale, even though he should drop out entirely the buyers 
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could still get all they wanted from his competitors without any 
appreciable effect on the price. Moreover no seller has any induce- 
ment to ask a lower price than other sellers, since he can sell all his 
products at the going market price. His own share of the total is so 
small that any increased quantity of goods he might offer at the 
market price would have no practical effect on the market. 

It is possible, therefore, to combine the several requirements of 
pure competition in a simple definition as follows: Pure competi- 
tion is competition between sellers under such conditions that the 
individual seller is unable by his own actions appreciably to in- 
fluence the market price. 

Where pure competition prevails. Pure competition does not 
exist in three of the market situations previously discussed. Where 
there is an exchange by bargaining between two individuals — ^hig- 
gling — there is obviously no competition of any sort. In the com- 
mon auction, though there is competition of buyers, there is no 
competition of sellers. In the buyers’ auction there is competition 
of sellers, but not pure competition, since the number of sellers is 
too small, the quantity offered by each is too large a portion of the 
whole, and each competitor generally offers to sell the entire quan- 
tity desired by the buyer. 

All the conditions of pure competition are generally met on the 
organized exchanges, where dealings take place in standard com- 
modities such as wheat and cotton, and in corporation securities 
and government bonds. Although a producer or dealer may in these 
markets temporarily influence the price by extraordinarily large 
offers under very special conditions, generally the price of wheat 
at the Chicago Board of Trade or the price of General Electric 
Company stock on the New York Stock Exchange is beyond the 
control of any individual seller. 

Pure competition is to be found also in those markets where 
the buyers normally quote the price. In such markets where staple 
agricultural commodities such as wheat and cotton are exchanged, 
the individual wheat farmers or cotton growers may not appear to 
be competing with one another. They are selling a uniform stand- 
ard commodity, and there are so many of them that no one of 
them is able to influence either the price or the fortunes of his 
fellows. But these are the very characteristics of pure competition. 

Imperfect competition. Imperfect competition, the second of the 
two major types of competition, exists when any one of the essen- 
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tial conditions of pure competition is lacking. Thus the products 
offered by the different individual sellers may be differentiated by 
one or more peculiarities so that they call forth preferences among 
the buyers. Although appealing to the same wants of consumers, 
the product exchanged is not, as in pure competition, identical for 
all sellers from the point of view of the buyers. Or instead of a 
very large number of sellers, there may be so few sellers that the 
amount offered by each comprises, as in the steel industry, a sub- 
stantial portion of the total quantity of the product offered. Fi- 
nally there may be market situations where buyers are uninformed 
and slow in acting to gain their maximum advantage, and sellers, 
rather than acting independently as in pure competition, are con- 
trolled by some form of agreement among themselves. 

Automobiles provide a striking illustration of a condition of im- 
perfect competition due to differentiation or nonstandardization of 
the product. Although Ford, Chevrolet, and Plymouth cars are in 
competition with each other for the automobile purchasers' dol- 
lars, each brand has its individual peculiarities, so that to auto- 
mobile buyers they are different, even though closely related, prod- 
ucts. Rarely do they sell at the same price, but competition between 
them keeps their respective prices within a relatively narrow range. 
Some buyers may be, and often are, ready and willing to pay an 
extra few dollars to obtain the particular brand of automobile they 
prefer. Under such conditions, sellers do have some, though lim- 
ited, power to influence price. 

These negative conditions may be summed up in the following 
positive definition: Imperfect competition is that form of competi- 
tion in which the individual seller is able by his own actions to 
exert some influence upon the market price. 

Determination of price on the organized exchange: Price and 
demand. In addition to its intrinsic interest, what makes the ex- 
change especially pertinent to our present inquiry is that it offers 
perhaps the simplest and clearest example of the operation of com- 
petitive market forces in determining price. 

In tlie organized exchange we note at once an important point of 
contrast with the higgling and auction markets. In those cases there 
is just one article or a fixed quantity for sale. All that the person 
has to decide, with respect to any particular price, is whether to 
buy or not to buy, to sell or not to sell. At the auction of Mrs. 
Pierce's furniture, A has to decide only what price he would be 
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willing to pay or, at any particular moment, whether he would be 
willing to buy the furniture at a price somewhat above the last 
bid. 

When Mr. Davis goes onto the floor of the stock exchange and, 
approaching the General Motors post, finds that this stock can be 
purchased for $70 a share, he is not confronted with the alterna- 
tive of buying or not buying just one share. He can buy as many 
as he pleases. What he has to decide is (1) whether at the present 
price he wants to buy at all and (2) if he wants to buy, how many 
shares. 

The key to the problem of price determination under these 
circumstances is the well-known principle that eagerness to buy 
or sell is related to the price. The height of the price at any given 
time will determine the number of shares that buyers will want to 
take. If the price is high, some who would have been interested at 
a lower price will not buy at all, and those who buy will take 
fewer shares than they would at a lower price. 

This well-known relation between price and the quantity that 
buyers would take can be easily put in the form of a schedule. Let 
us suppose that we have knowledge that at a certain moment the 
dealers on the New York Stock Exchange would like to buy 30,000 
shares of General Motors stock if they could get it for $72 a share; 
at a price of $71.50 they would take 40,000 shares; 50,000 shares at 
$71; and so on. Going the other way, they would take only 20,000 
shares if the price were $72.50; 13,000 shares at $73; 10,000 shares 
at $73.50; or 9,000 shares at $74. This state of mind of the brokers 
is conveniently shown in the following schedule (extended a bit for 
a few lower prices). 


Prices 


Quantities that dealers 
are ready to buy 

S74.00 per share 

9,000 shares 

73.50 “ 

U 

10,000 

« 

73.00 “ 

u 

13,000 

u 

72.50 “ 

u 

20,000 

tl 

72.00 “ 

a 

30,000 

u 

71.50 “ 

u 

40,000 

tt 

71.00 “ 

u 

50,000 

tt 

70.50 “ 

u 

60,000 

K 

70.00 “ 


70,000 . 

tt 

69.50 “ 

(( 

80,000 

a 

69.00 “ 

u 

95,000 

« 

68.50 “ 

u 

120,000 

a 
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Economists call such a schedule a demand schedule y or simply 
demand. This particular schedule is our assumed demand on the 
New York Stock Exchange for shares of stock of the General Motors 
Corporation at, let us say, 11:30 a.m. September 2, 1947. 

Graphical representation, a digression. Study of the facts pre- 
sented in a schedule is generally made easier if the schedule is 
translated into a curve or graph. 

In almost all English and American economic charts, quantities 
of goods are measured along the horizontal axis, and other mag- 
nitudes (prices, costs of production, etc.) along the vertical axis. 
This is general custom, purely arbitrary, but convenient since it 
avoids confusion. To make the chart clear, however, it is advis- 
able to print the word ‘"Quantities” along the horizontal axis, and 
another appropriate word or phrase along the vertical axis. 

To construct a graph of our demand schedule, we locate on the 
chart points representing the respective relation between the pos- 
sible prices, from $74 to $68.50, and the corresponding numbers of 
shares that buyers would take. The first line of the schedule indi- 
cates that at a price of $74 buyers would take 9,000 shares. To repre- 
sent this supposition graphically, locate 74 on the vertical scale 
and proceed in a straight line horizontally to the right until a 
point is reached exactly above 9,000 on the horizontal scale; or 
locate first 9,000 on the horizontal scale and then proceed in a 
straight line vertically upward until a point is reached exactly on 
a level with 74 on the vertical scale. Either way we arrive at the 
point marked a in Figure 2. This point represents the supposed 
fact that if the price were $74 buyers would be ready to take 9,000 
shares of General Motors stock. 

In similar fashion eleven other points (5, c, d, . , . 1) may be 
located, representing the eleven other suppositions regarding the 
numbers of shares of stock that would be taken at various prices as 
shown in the demand schedule. Twelve points in all are located. 
They are then connected by a series of straight lines. Thus a 
‘‘curve/’ aly is obtained, which is known as a demand curve. 

The curve thus constructed is a demand schedule converted into 
graphical form. Every significant point on the curve bears a definite 
relationship both to the horizontal and to the vertical axis. The 
distance of such a point from the horizontal axis, as measured by 
the vertical scale, indicates a certain price. The distance of this 
point to the right of the vertical axis, as measured by the hori- 
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zontal scale, indicates the number of shares our supposed dealers 
would be ready to buy at the price indicated. For example, the 
length of the line mg tells us that at a price of $71, buyers would 


75 rV 



Quantities— Number of Shares 


Fig. 2 

like to take 50,000 shares. On the other hand, the length of the 
line hn shows that, in order to interest buyers in taking just 60,000 
shares, the price would have to be $70.50. 

The points a, 5, c,. . . . Z represent all the information stated 
in the schedule. Strictly the diagram should not contain a curve 
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at all, but merely a series of dots, or points. The points are joined 
by a curve simply in order to bring out more clearly the relation 
between price and the number of shares that would be taken by 
buyers. 

However when intermediate numbers between those given on 
the schedule are possible, we may estimate by interpolation for any 
given price the quantity which buyers would take, or for any given 
quantity the price at which buyers would take that quantity. Sup- 
pose it is desired to know how many shares would be taken at 
some price not stated in the schedule, say $71.75. To obtain the 
number graphically, we have only to locate the point p measuring 
$71.75 on the vertical axis, draw from p a horizontal line inter- 
secting the curve at q, and drop from q a perpendicular to the 
horizontal axis intersecting it at r. The distance of r from the 
origin shows that the number of shares that would be taken at 
price $71.75 is 35,000. 

The simplicity of the illustration used in this elementary dis- 
cussion of the graphic method does not adequately emphasize the 
services of the curve as an aid in analysis of statistical data. The 
student of intricate economic phenomena in the business world 
finds that so vast and complex is the mass of data with which. he 
must deal that other methods of analysis are inadequate. Of course 
the curve adds nothing to the evidence of the data from which it is 
constructed. It does, however, reduce complex data to a simplified 
form so that inherent truths may be brought to light, thus abbre- 
viating the search for the laws which govern the relations of differ- 
ent factors. Even where other methods are effective, the graphical 
method is usually serviceable for preliminary and supplementary 
studies. 

Price and supply. While buyers are eager to buy in inverse rela- 
tion to the height of the price, the eagerness of sellers, on the con- 
trary, is in direct relation to the height of the price. If the price is 
low, few will want to sell, and most of those who are willing to sell 
will offer fewer units than if the price were higher. If the price 
is high, some who would not be interested at the lower price are 
now ready to sell, and most sellers will offer larger quantities than 
at a lower price. 

This relation between price and the quantity that sellers would 
offer can be put in the form of a schedule. Returning to our ex- 
ample of the market for the stock of the General Motors Corpora- 
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tion, we may suppose that the composite frame of mind of the 
sellers at a certain day and hour is indicated by the following 
schedule: 


Prices 

$74.00 per share 

Quantities that dealers 
are ready to sell 

118,000 shares 

73.50 “ 

(( 

116,000 

u 

73.00 “ 

a 

110,000 

u 

72.50 “ 

a 

100,000 

u 

72.00 “ 

u 

90,000 

u 

71.50 “ 

u 

80,000 

u 

71.00 “ 

u 

70,000 

u 

70.50 “ 

it 

60,000 

it 

70.00 “ 

u 

50,000 

it 

69.50 “ 

u 

40,000 

it 

69.00 “ 

u 

30,000 

it 

68.50 “ 

u 

6,000 

a 


Such a schedule is called a supply schedule, or simply supply. 
This particular schedule is our assumed supply of stock of the 
General Motors Corporation at, let us say, 11:30 a.m., September 2, 
1947, on the New York Stock Exchange. Following the technique 
discussed in connection with demand, we construct in Figure 3 
(page 108) a “supply curve“ representing the foregoing schedule. 

Demand and supply together. Assuming that the demand and 
supply schedules which we have separately considered are in effect 
at the same time, i.e.^ at 11:30 a.m. on September 2, 1947, let us 
plot them both on the same graph, as in Figure 3. The curve dd is 
the demand curve, identical with the curve al in Figure 2. The 
curve ss is the supply curve, the graphical representation of the 
supply schedule. 

The particular numerical quantities here set forth are not sig- 
nificant. Their relative magnitudes conform to the well-known rela- 
tions between price and the quantities that buyers would be willing 
to take or sellers would offer. The particular quantities are used 
simply for purposes of illustration. 

The curves of demand and supply intersect at the point p. The 
height of this point, pb^ represents the same price, and its distance 
from OY, ap, the same quantity, on both curves. As a point on 
the curve dd, the point p indicates that at a price of $70.50 dealers 
on the Stock Exchange are able and willing to buy 60,000 shares 
of General Motors stock. As a point on the curve ss, p indicates that 
at a price of $70.50 other dealers at the same time are able and 
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willing to sell 60,000 shares. That is, at the price of .f 70.50 quan- 
tities demanded and offered are tire same. 

This intersection point p is of particular significance under our 
assumed conditions of demand and supply. Suppose that on the 



Fig. 3 

morning in question business at the General Motors post is started 
by some sales at a price of |71, as measured by the line Oe, in 
Figure 4. This graph shows that at this price, the buyers altogether 
are ready to take 50,000 shares, as measured by the line eh. Sellers 
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on the other hand are ready to sell 70,000 shares, as measured by 
the line ei, II this price should hold, the buyers would get all they 
wanted (at |71), while the sellers would be left with 20,000 shares 
which they would have liked to sell but which the buyers would 



Fig. 4 

not take. This is indicated by the line hi^ the difference between 
what the sellers would like to sell, eh and what the buyers will 
take, eh. 

Under these circumstances, the market is not in equilibrium. 
Since this is a market of pure competition, in which there are many 
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independent buyers and sellers, each well informed as to present 
conditions of demand and supply, such a condition cannot long 
persist. The dealers will soon recognize the situation and act ac- 
cordingly. 



Sellers will rush in eagerly to sell at the favorable price. Rec- 
ognizing that they will not all be able to sell all they would like, 
they will begin to ask slightly lower prices in order to make sure 
of selling. 
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Buyers, sensing the situation, will offer lower prices and hold 
back in the expectation o£ lower prices. 

As this goes on, the price will decline by successive bids and 
offers, till it finally reaches Here there is equilibrium, since 
there is no longer any discrepancy between the quantity that buyers 
are ready to take and the quantity that sellers will offer. 

In like manner if the market opens with some sales at a price o£ 

^ 170.25, as measured by the line Oc in Figure 5, buyers are ready 
to take 65,000 shares, as measured by the line cZ, and sellers will 
part with only 55,000 shares, as measured by the line cL If this 
price should hold, the sellers could sell all they wanted, but the 
buyers would fail to get as many as they wanted by 10,000 shares, 
as indicated by the line kl 

Here again is a condition of disequilibrium. Buyers will begin 
to bid slightly higher prices and sellers will offer to sell at higher 
prices. The price will thus rise step by step, assuming demand and 
supply remain unchanged, until it arrives at bp^ where there is no 
longer any difference between the quantities offered and demanded. 

Equilibrium of price and quantity. Clearing the market. The 
price bp is therefore the price of General Motors shares at this par- 
ticular time. Any other price is not in equilibrium and sets in oper- 
ation forces that tend to bring about equilibrium at the price bp. 
These forces determine at the same time the quantity exchanged; 
i,e., 60,000 shares, as measured by the line, ap or Ob in Figure 3. 
This is the quantity that corresponds to the price of $70.50, bp, 
on both the demand curve and the supply curve. At that price all 
sellers are able to dispose of all the shares they want to sell (at that 
price) and all buyers are able to get as many shares as they wish to 
buy (at that price). No dealer who is willing to take $70.50 will 
be left with shares he would like to sell, and no dealer who is will- 
ing to pay $70.50 will fail to get as many shares as he wants. This 
price and no other, under the assumptions, clears the market 

The laws of price equilibrium. The conclusions at which we 
have now arrived may be stated in the more formal language of 
economic laws, as follows: 

I, If the quantity of any good which people are ready to buy at 


iFor this conclusion we assume that, during the process, the conditions of 
demand and supply have not changed. If they have, the equilibrium would be 
at a different price and quantity. 
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ilie prevailing price is greater than the quantity offered at that 
price, the price will rise. 

II. If the quantity of any good which people are ready to buy at 
the prevailing price is less than the quantity offered at that price, 
the price will fall. 

III. At equilibrium, the price of any good and the quantity of 
the good exchanged are determined by the two forces of demand 
and supply, at that point at which the quantity which people are 
ready to buy is equal to the quantity which people are ready to 
offer for sale. 

Alternative concepts of demand and supply: Two possible 
meanings of demand. The whole investigation of the laws of 
price is in danger of being confused by the fact that the term 
“demand” is used with two different meanings in popular speech 
and writing, and even in much scientific writing. For example 
we hear “there is a heavy demand for wheat”; “the demand for 
high shoes is decreasing rapidly”; “the demand for automobiles is 
unusually strong this spring.” In all such expressions it is evident 
tliat the word “demand” refers to the whole demand schedule 
(or curve). 

The meaning is that at any given price the quantity that buyers 
would choose to take is large or small, greater or less, etc. In 
Figure 6, the curve d'd' represents a heavy demand as compared 
with the curve dd, since whatever price is chosen, the quantity that 
would be taken according to d'd' is greater than according to dd. 
Thus if dd represents the demand for coal at a given time, a price 
of |15 would on this day induce buyers to take 100 tons; if on 
some other day the demand were as shown by the curve d'd\ this 
means that buyers would on that day take 250 tons at 1 15 a ton. 
The same notion of demand is likewise in mind when such ex- 
pressions as these are used: “The price of anything depends on 
supply and demand,” “The greater the demand, the higher the 
price.” 

On the other hand, one meets such statements as these: *'An 
increase in price causes a decrease in demand.” “The higher the 
price, the smaller the demand.” These statements are in direct 
conflict with the last quotation in the previous paragraph. Some- 
thing must be wrong when people say, “The greater the demand, 
the higher the price,” and in the next breath, “The higher the 
price, the smaller the demand.” 
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Quantities in Tons 


Fig. 6 

The trouble comes from shifting the meaning of the word 
“demand." In the second expression demand does not mean the 
whole demand schedule or curve. It means rather the quantity 
people are ready to buy at some particular price. In Figure 6, 
according to the curve dd, at a price of $15 buyers would take 
100 tons of coal. This quantity, 100 tons, is the demand for coal 
at $15, when the word is used in this second sense. It is repre- 
sented by the line ap or the line Ob. 

Suppose on the day the curve dd is in effect, someone says the 
demand for coal would be less if the price were raised above $15, 
or the demand would be greater if the price were less. He does 
not mean a change in the whole demand schedule or curve, but 
rather a shift from one to another of a series of simultaneous possi- 
bilities. The ability and willingness to buy any other quantity at 
any other price, as shown loy the curve, exists at the same time 
as the ability and willingness to buy 100 tons at $15. 

In graphical terms this talk of a decrease or increase in demand 
is described by a movement along the curve, locating a different 
point, whose distance from the y axis is greater or smaller than 
before. When used in this sense we can never think of demand 
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except in reference to a particular price, stated or implied. We 
cannot speak simply of the demand for cotton. We must say: the 
demand for cotton at fifteen cents a pound, or at some other price. 

Choice of a definition of demand. It is idle to argue about 
definitions, since there is no absolute test of the correctness of a 
definition. Either of the two possible meanings of the term 
‘‘demand'’ might be chosen. Both are equally favored in the loose 
usage of popular speech and writing. We violate popular usage 
to some extent when we choose to make exclusive use of either 
meaning, but that is inevitable. We should select, therefore, the 
meaning which will best serve the purpose of the scientific investi- 
gation of economic laws. 

The central problem in economics is concerned with the laws 
which determine value and price. In the study of this problem, 
while it would be possible to make fairly satisfactory progress 
with either definition of demand, the advantage is decidedly in 
favor of the first meaning. We have therefore accepted the defini- 
tion: The demand for any good is a schedule of the respective 
quantities of that good luhich people are ready to buy at all pos- 
sible prices. 

Two possible meanings of supply. Choice of a definition. The 
term “supply" is commonly used in two senses, corresponding 
exactly to the two meanings which are given to demand. When 
people say, “The supply of cotton is short this year," or “The 
wheat supply is greater than ever before," they are using the term 
as the whole schedule of quantities that people are ready to offer 
at various prices. They mean, for example, that at whatever price 
bid the quantity of cotton which sellers are ready to offer is small, 
relative to the quantities they are ordinarily ready to offer. The 
term is used also in this sense when it is said: “The price of 
anything depends on demand and supply." “The greater the sup- 
ply, the lower the price." 

However such expressions as these will frequently occur: “An 
increase in price causes an increase in supply.’' “The supply de- 
pends on the price." “The lower the price, the smaller the supply." 
There is here the same confusion as results from the two meanings 
of demand. For example, the last quotation above is clearly in fiaf 
contradiction with the last quotation of the previous paragraph. 
Again, the trouble is due to shifting the meaning of the term 
“supply." In the sentences quoted in this paragraph, “supply" 
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does not mean a schedule of quantities that would be offered at 
various prices; it means the quantity people are ready io offer at 
some particular price. 

All of this corresponds evidently to the two meanings of the 
term “demand/' Here also satisfactory progress might be made 
with either definition, but the advantage is with that which regards 
supply as the whole schedule rather than a particular quantity 
offered. Hence we have adopted this definition: The supply of any 
good is a schedule of the respective quantities of that good which 
people are ready to offer for sale at all possible prices. 

The importance of consistency. While satisfactory results might 
come from the consistent employment of either pair of possible 
definitions of demand and supply, confusion inevitably results 
from a vague use or from a mingling of the two meanings which 
might be attached to each of these terms. Equally essential is it 
that the definitions chosen for demand and supply be in harmony 
with each other. We cannot define demand, for example, as a 
schedule of quantities that would be bought, while defining supply 
as the quantity that would be offered at a particular price. We have 
chosen the schedule sense for both terms, and these definitions 
will be adhered to consistently throughout this book. 

The causes of price change: In general. Our excursion into the 
theory of price has thus far shown us how prices of goods in a 
market characterized by pure competition are determined, as of 
a particular time, by demand and supply. Prices in the practical 
world of today are however seldom stationary but are generally 
subject to change, more or less frequent. It is not enough therefore 
to know how a certain competitive price may be established in a 
static market. We must also understand the mechanism by which 
prices rise and fall under the dynamic conditions of modern life. 

For the sake of a concrete example, let us assume that we are 
investigating the price of fresh-laid eggs in the retail market of a 
small-sized city, which we call T. We assume that on a certain 
day, October 15, 1946, there were no changes in other prices, but 
that the price of eggs at the beginning of the day was somewhat 
'uncertain. The demand for eggs and the supply of eggs were as 
shown in the schedules on page 116. The relations between the 
quantities and the prices in these schedules are the same as those 
developed in our previous illustration relating to General Motors 



1 1 6 PRICE DETERMINATION UNDER PURE COMPETITION 

Stock. The exact numerical quantities are of course not significant; 
they are used only for purposes of illustration. 

RETAIL EGG MARKET OF T, OCTOBER 15, 1946 

DEMAND SUPPLY 


Prices 

Quantities people 
were ready to buy 

Prices 

Quantities people 
were ready to offer 

90 cents 

140 dozen 

90 cents 

320 

dozen 

85 cents 

160 dozen 

85 cents 

310 

dozen 

80 cents 

180 dozen 

80 cents 

300 

dozen 

75 cents 

200 dozen 

75 cents 

290 

dozen 

70 cents 

220 dozen 

70 cents 

280 

dozen 

65 cents 

240 dozen 

65 cents 

270 

dozen 

60 cents 

260 dozen 

60 cents 

260 

dozen 

55 cents 

280 dozen 

55 cents 

250 

dozen 

50 cents 

300 dozen 

50 cents 

240 

dozen 

45 cents 

320 dozen 

45 cents 

230 

dozen 

40 cents 

340 dozen 

40 cents 

220 

dozen 

35 cents 

360 dozen 

35 cents 

210 

dozen 

30 cents 

380 dozen 

30 cents 

200 

dozen 


Now let us plot on one diagram two curves corresponding re- 
spectively to these two schedules. The result is shown in Figure 7; 
dd is the demand curve; ss, the supply curve. 



Fig. 7 
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The curves of demand and supply intersect at the point p. The 
height of this point, pb, represents the same price, and its distance 
from OY the same quantity, on both curves. The point p, as a 
point on the curve dd, indicates that at a price of 60 cents people 
in the city of T were able and willing to buy 260 dozen eggs; as 
a point on the curve ss, p indicates that at a price of 60 cents other 
people in the same city were able and willing to sell 260 dozen 
eggs. At the price of 60 cents quantities demanded and offered were 
the same. 

No other equilibrium price than pb is possible with these par- 
ticular curves of demand and supply, since p is the only point at 
which the curves can intersect. A different point of intersection 
could be obtained only by a shift in one or both of the curves. 
With the path thus indicated our present inquiry is quite simple. 
We shall find the graphical aids especially useful in this part of 
our investigation. 



Fig. 8 

Let us consider an increase in demand. This means that buyers 
have become more eager. In terms of the definition of demand, 
it means that people are able and willing to buy greater quantities 
at all possible prices. Graphically this situation is represented by 
a new demand curve, each point on which is farther away from 
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the y axis than each corresponding point on the old curve; in 
other words, the demand curve has been shifted to the right. 

Let us assume that, as cold weather conies on, the people of T 
are inclined to consume more eggs; in other words, the demand 
increases. Let us suppose that the demand on December 15 would 
be correctly represented by the curve in Figure 8. Assuming 
further, for the sake of simplicity, that there has been no change 
in the conditions of supply, the curve ss will serve to represent 
the supply both on October 15 and on December 15. (Compare 
Figure 7 on page 116.) The new demand curve intersects the supply 
curve at the point p', farther to the right and farther up than the 
point p, which determined the price and the quantity exchanged 
on the previous date. The price is now 80 cents, and the quantity 
of eggs exchanged is 300 dozen, an increase in both magnitudes 
since the earlier date. We conclude then that, under conditions 
such as these, an increase in demand tends to cause an increase 
in price and an increase in the quantity exchanged. 

By employing similar reasoning the reader can easily round out 
this analysis by demonstrating and illustrating these three addi- 
tional propositions: (1) a decrease in demand tends to cause a 
decrease in price and in the quantity exchanged; (2) an increase 
in supply tends to cause a decrease in price and an increase in the 
quantity exchanged; and (3) a decrease in supply tends to cause 
an increase in price and a decrease in the quantity exchanged. 

The foregoing generalizations have been stated as tendencies, 
meaning that the results indicated will follow the respective causes 
unless some other cause interferes — that is, if other things are equal. 
Thus we have noted the effects of changes of demand or of supply, 
the other factor remaining unchanged. 

But it is quite possible and normal that changes in both factors 
may occur at the same time. The hens may lay more eggs, thus 
increasing the supply, at the same time that the approach of hot 
weather causes a decline in demand. In such cases the effect is the 
resultant of the two influences, operating jointly in accordance 
with the generalizations previously stated. 

It will be readily apparent that in some cases the two influences 
may reinforce each other while in other cases they may neutralize 
each other. For example simultaneous increases in demand and 
supply tend to neutralize each other as regards their effect on 
price. If the increase in demand were the predominant change, 
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then price would tend to rise in spite of the counteracting influence 
of the increase in supply. If the increase in supply were predomi- 
nant, the price would tend to fall. Finally the two increases might 
exactly neutralize each other and so cause no change in price. 

As to the quantity exchanged, the combined effect of increases 
in both demand and supply must be an increase, and a greater 
increase than would have been caused by either force acting alone. 

The reader should now be able to develop the consequences of 
other combinations of changes in demand and supply. 

Demand and supply the sole determinants. Price changes are 
caused by changes in demand and supply, and these are the sole 
determinants. This may at first seem a sweeping assertion. Is not 
the price of eggs affected by the laying activity of the hens? Does 
not the rainfall affect the price of wheat? Are not the prices of 
many articles affected by changes in fashion? Was not the price 
of liver raised by general dissemination of knowledge as to its 
beneficial effects in human diet? And are we not told that the '‘high 
cost of living'' is due to “inflation of the currency"? 

Such pertinent questions might be multiplied, but their obvious 
affirmative answers do not imply that here is a host of additional 
causes affecting competitive price. Ail these circumstances, and 
others, do influence prices, but they do so only indirectly. They 
act only by first affecting either demand or supply. A drought 
reduces the wheat harvest; the supply is diminished, and the price 
of wheat goes up. Knowledge of its qualities increased the demand 
for liver and so raised its price. 

There is no side door through which any influence can get at 
price; price may be approached only through one of the specified 
main entrances, remembering that we are here concerned only with 
the prices of goods subject to conditions of pure competition. 

The retail egg market. The reader may find it instructive to 
compare the behavior of the hypothetical egg market which has 
served us for illustrative purposes with the records of actual egg 
markets. The egg market is decidedly seasonal, although the plac- 
ing of eggs in storage and the withdrawal of eggs from storage 
in periods of flush and slack production respectively tend to even 
out the supply during the year. 

The interrelation of these factors of production and price are 
clearly illustrated by the market record which is here presented, 
statistically in the table on page 121 and graphically in Figure 9. 
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These figures relate to a number of markets combined, but they 
illustrate what happens in any one market. Receipts of eggs 


EGG MARKET STATISTICS^ 


YEAR 

RECEIPTS 

COLD STORAGE STOCKS 

AVERAGE 

RETAIL 

AND 

FIVE 

END OF 

MONTH 

PRICE 

MONTH 

MARKETS 



51 CITIES 






(Thousands of 
cases) 

Cold Storage 
(Thousands of 
cases) 

Frozen 

(Thousands of 
pounds) 

Cents 
per dozen 

1934 





January 

808 

50 

49,910 

30.1 

February 

1,165 

90 

39,181 

26.9 

March 

1,824 

1,208 

38,679 

24.7 

April 

2,051 

4,640 

62,632 

23.8 

May 

1,927 

7,819 

93,947 

23.4 

June 

1,452 

8,965 

116,058 

24.2 

July 

1,009 

8,961 

121,564 

26.5 

August 

828 

7,938 

111,994 

31.6 

September 

665 

6,803 

99,951 

34.8 

October 

655 

4,633 

88,715 

36.7 

November 

588 

2,380 

76,073 

39.7 

December 

642 

648 

64,879 

38.5 

1935 

January 

750 

39 

52,726 

37.7 

February 

858 

34 

39,413 

36.7 

March 

1,488 

1,508 

39,516 

28.6 

April 

1,866 

3,901 

59,313 

29.6 

May 

1,963 

6,366 

84,741 

— 


^ Receipts and cold storage stocks from Survey of Current Business, Jan., 1935, 
p. 42, and July, 1935, p. 44; prices are monthly averages of biweekly quotations 
in various issues of Monthly Labor Review (U. S. Bureau of Labor Statistics). 


rise during the first of the year until they reach a high point in 
April or May. Under the steady influence of increasing supply, 
egg prices drop off in the spring, reaching a low point at about 
the same time that receipts of eggs are greatest. 

Part of the excess production of the spring and early summer 
is withdrawn from the market for cold storage. Cold storage hold- 
ings reach a minimum about the end of February. They accumu- 
late rapidly during April, May, and June, when prices are low, 
and reach a peak about the end of July. 

As receipts begin to fall off during the late summer, the price 
of eggs gradually rises, and storage holdings gradually decline. 
Prices rise during this period and continue to do so until the end 
of November. During the winter months the price of eggs grad- 
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uaily declines but stays on a relatively high level as compared 
with the summer months.^ 

The basic law of price change. The conclusions thus far sepa- 
rately arrived at may now be summarized in the following basic 
generalizations: When there is pure competition of sellers, (1) the 
direct effect of a change in magnitude of demand tends to be w 
like change in price; (2) the direct effect of a cliamge in the magni- 
tude of supply toids to be an opposite change in price; and (3) the 
direct effect of a change in the magnitude of either demand or sup- 
ply tends to be a like change in the quantity exchanged. 

EXERCISES 

1. Draw up an assumed schedule of the demand for potatoes on a certain 
day in a small town. 

(a) Construct the demand curve corresponding to this demand sched- 
ule. 

(b) Take any point on the demand curve, and draw perpendiculars 
from this point to the horizontal and vertical axes. Exactly what 
does each perpendicular represent? 

2. What are likely to be the consequences when potential buyers are in- 
formed about the available supply or sellers are informed as to the 
number of buyers or the prices at which they would be walling to buy? 

3. Assume the following demand and supply schedule for fresh eggs, me- 
dium size, in a certain city on a certain day: 


PRICE 

QUANTITY 

Purchased 

THAT WOULD BE 

Offered for sale 

$0.30 

1,300 dozen 

200 dozen 

0.31 

1,140 dozen 

370 dozen 

0.32 

1,000 dozen 

530 dozen 

0.33 

880 dozen 

670 dozen 

0.34 

780 dozen 

780 dozen 

0.35 

680 dozen 

900 dozen 

0.36 

600 dozen 

1,000 dozen 
1,080 dozen 

0.37 

530 dozen 

0.38 

475 dozen 

1,160 dozen 

0.39 

410 dozen 

1,230 dozen 

0.40 

350 dozen 

1,290 dozen 


(a) Plot the corresponding demand and supply curves. 

{b) Draw, on the same diagram, a new demand curve indicating an 
increased demand and a new supply curve indicating a decreased 
supply. 

(c) What is the new price of eggs? Explain the change. 

(d) What is now the quantity exchanged? Explain the change. 

1 For another record of the actual egg market, cf- Vanderblue, H. B., Ecommic 
Principles. Chicago: A. W. Shaw Company, 1927, pp. 110-16. 
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4. (a) Plot again the demand and supply curves corresponding to the 

schedules of Exercise S. 

(b) Draw, on the same diagram, new curves indicating an increased 
demand and an increased supply. 

(c) What is the new price of eggs? Explain the change. 

(d) What is now the quantity exchanged. 

5. Using the definitions of demand and supply as adopted in this book, 
whicli of the following expressions is not permissible? Explain your 
answer and draw simple diagrams to illustrate each case. 

(a) A cold winter increases the demand for coal. 

(b) An increase in price would reduce the demand for coal. 

(c) The supply of automobiles exceeds the demand. 

(d) Favorable weather conditions increase the supply of wheat. 

(e) Demand and supply are equal at the market price. 

(/) The greater the demand, the higher the price. 

(g) If manufacturers would reduce the prices of electrical appliances, 
demand would increase. 

(h) An armament boom will increase the demand for copper. 

(i) An increase in demand causes an increase in supply. 

(/) The higher the price, the less the demand. 

6. What changes in demand alone or in supply alone or in demand and 
supply simultaneously would lead to the results indicated below? Draw 
simple diagrams to illustrate in each case. 

(a) An increase in price. 

(b) A decline in price. 

(c) An increase in quantity exchanged. 

(d) A decrease in quanity exchanged. 

7. What simultaneous changes in demand and supply would fail to cause 

(a) any change in price? (b) any change in quantity exchanged? 

8. (a) Although the demand for farm wagons has fallen off enormously 

in the last thirty years, a wagon costs somewhat more today than 
it did in 1910. What is the explanation? Draw a diagram to indi- 
cate what has happened. 

(b) 'Trices of automobile tires have steadily been reduced, in spite of 
an enormous increase in demand. This is an illustration of the 
failure of the law of supply and demand to function.” Do you 
agree? Explain. Draw a diagram to illustrate what has occurred. 

9. How would you explain the following price comparisons? Draw simple 
diagrams to illustrate in each case. 

(a) The price of cement was the same in 1930 as in 1900. 

(b) The price of a standard grade of lumber was higher in 1930 than 
in 1900. 

(c) The price of gasoline was much lower in 1938 than in 1908. 

(d) The price of an ice refrigerator was the same in 1938 as in 1900. 

(e) The price of sugar in 1938 was much lower than in 1860. 

10. A manufacturer asks for bids to furnish him 100 machines of a partic- 
ular type. He is prepared to pay any price up to |150 apiece. 
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(«) Draw a diagram illustrating this situation. What price does he have 

(b) DrlS^lupply and demand curves to indicate a condition under 
which there could be no sale. 



CHAPTER VIII 


Demand 

Introduction. In the early days of the science of economics, a 
certain cynical observer is reported to have said: “If you want to 
make a first-class economist, catch a parrot and teach him to say 
‘supply and demand’ in response to every question you ask him.” 
Lest our discussion of equilibrium price in the last chapter should 
seem to offer justification of such an unkind remark, we hasten 
to observe that that chapter was just the beginning of our inquiry 
into the forces that determine price. We there assumed the general 
nature of demand and supply on the basis of common knowledge. 
Before we really come to grips with the subject of price, however, 
we shall have to learn more about what is back of each of these 
market forces. The present chapter is therefore devoted to demand. 

Demand, of course, represents the buyer’s side of the market. In 
the preceding chapter we used the broker on the stock exchange 
as the most convenient example of a buyer. But demand operates 
in all kinds of competitive markets, including those in which 
manufacturers, farmers, and traders buy their machinery, supplies, 
and materials, and in which the people make their everyday pur- 
chases of consumers’ goods. As our next step, it is most important 
to learn what determines the consumers’ demands; i.e., what lies 
back of the general principle of demand, which we took for 
granted in the last chapter. In brief, why does the quantity of any 
good that buyers would take vary inversely with the price? 

Consumers’ choices. From the broad social point of view, goods 
are produced in order that human wants may be satisfied. The 
consumer finds himself confronted with an apparently infinite 
variety and quantity of goods more or less capable of satisfying 
his personal wants. He is invited to make his choice, to take what- 
ever things he wishes and as much of each as he may desire, 
subject only to the condition that he give money in exchange in 
accordance with a stated scale of prices. 

This is indeed an onerous condition, and to the ordinary person 

125 
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it immediately imposes a stringent limitation upon his purchases. 
He abandons at once any idea he might have entertained of pos- 
sessing a magnificent yacht; he turns away from the tailor shop 
where a suit would be made to his order for one hundred dollars. 
He finally makes his purchases — from a limited number of goods 
and in quantities which are strictly limited. 

His purchases are the result of a series of decisions, in the making 
of which he has had to weigh the relative merits of many com- 
peting wants, involving the exercise of more or less careful thought 
and judgment. It is the sum total of these individual judgments 
and choices of consumers that makes up the demand for goods. 

Although it is true that the total demand of consumers is one 
of the chief price-determining forces, the fact is that the pur- 
chases of the ordinary individual are generally only a minute 
fraction of the total quantity of any good offered for sale. To the 
individual it appears that prices of the goods in which he is inter- 
ested are independent quantities, over which he has no control, 
and we are justified in making the same assumption for the 
purposes of our present inquiry. 

Everyone is interested, as a consumer, in so disposing his limited 
stock of money among the unlimited number and quantity of 
goods offered to his choice that his total enjoyment may be as 
great as possible. And since it is these choices of consumers which 
determine the kinds and the quantities of the things that may 
be sold, every producer is interested in the mental processes by 
which consumers arrive at their choices. 

Marginal utility: An example. Let us consider a family living 
in a village in which there is only one grocery. Let us suppose 
that on a certain day the housewife finds the grocer no longer 
offering eggs at the customary price of thirty cents a dozen but 
on the contrary disposed to charge each separate customer the very 
highest price he can get. What price would the housewife pay 
rather than go without eggs? In the first place, she would certainly 
take count of her present stock. If the egg box at home were quite 
empty, she would be willing to pay a high price, the alternative 
being the sacrifice that the family would suffer from going without 
eggs. If there were one or two dozen on hand, her top price would 
be less, although she might still be willing to pay a fairly high 
price rather than go home empty-handed. If instead she had at 
home five or six dozen, she would perhaps be willing to pay little. 
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if any, more than the customary price. Finally we can imagine 
that the stock of eggs at home is so great that our housewife is 
not interested in buying any, even at the customary price. Then 
it would take a bargain price to tempt her to buy. 

We can change our supposition by supposing that, with no 
possibility of purchasing eggs, the housewife were asked to sell 
a dozen eggs. Clearly the sacrifice suffered through giving up a 
dozen eggs would depend upon the number of eggs on hand* 
The storeroom might be so well supplied that the housewife would 
part with a dozen for thirty cents. On the other hand, were she 
down to her last dozen, she might think a dollar or two was not 
too much to compensate her for doing without eggs. 

Utility. Utility has previously been defined as that quality of 
wealth of free persons which enables them to satisfy human wants. 
Utility for our housewife has to do with the relation of utility to 
herself, the person whose wants are to be satisfied. From her stand- 
point, utility is viewed subjectively, rather than objectively, and 
can without inconsistency be defined as follows: The utility of 
anything expresses the satisfaction which a person expects to realize 
from its use. 

Marginal utility. The housewife and her attitude toward the 
purchase of eggs brings out the important fact that the utility of 
anything is not an absolute quantity, but (1) is related to a par* 
ticular person and (2) depends upon the number of units that 
that person possesses. As a buyer of eggs, the housewife is concerned 
with the utility of one unit added to or subtracted from her exist- 
ing stock. 

Most of the purchasing decisions of consumers are decisions to 
buy more or less. Every man owns a stock, large or small, of shirts. 
It is not the utility to him of this total stock that determines how 
much he would pay for another, but rather the increase of utility 
which he would derive from one more shirt. The same is true 
of food, house space, entertainment, and most of the many other 
things that enter the consumer's budget. 

The concept of the added utility to a consumer of one more 
unit of a thing is designated in economics as marginal utility. The 
marginal utility to a person of a quantity of a good is the difference 
between the utility of that quantity and the utility of a quantity 
one unit smaller. Thus the marginal utility of five pairs of shoes 
to the owner is the difference between the utility of five pairs and 
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that of four. The marginal utility to our housewife of six dozen 
eggs is the difference between the utility of six dozen and the 
utility of five dozen. 

Properly understood, we could paraphrase this definition as 
“marginal utility is the utility of the last unit.'’ But we must take 
care to note that the units are ail alike. Once in possession of the 
user, any unit will render him equal service, afford him equal 
satisfaction, no matter in what order it may have been acquired. 
If a difference in utility is occasioned by the addition or subtrac- 
tion of a particular unit, this change cannot be attributed to any 
particular characteristic of that unit. Any other unit would pro- 
duce the same result. The “last unit” does not refer to any par- 
ticular unit; it is merely the unit that would bring the stock up 
to its present quantity. 

The problem of measurement. Satisfactions, being psychological 
sensations, are not readily and directly measurable. The utility of 
a good or the marginal utility of any quantity of it is not sus- 
ceptible to any absolute measurement; that is, measurement by 
itself. 

When our housewife finally offers thirty cents for one more 
dozen eggs, it might be presumed that by this act she has measured 
the marginal utility of eggs to her at that time in units of money. 
And so she has, but her measurement has not been absolute but 
relative. Her willingness to pay thirty cents for another dozen is 
not solely a measure of the satisfaction she expects to derive from 
these additional eggs. Her decision is also a measure of the utility 
to her of the thirty cents she will pay for those eggs, and this in 
turn depends, first, upon her total income, and secondly, upon 
the utilities at that time of the various other things she might 
purchase with her thirty cents. It follows therefore that satisfactioris 
cannot be measured absolutely in terms of money. 

However, a relative measure of satisfactions to be derived by 
any particular person at any given time can be obtained, and 
fortunately this is all that is required for the study of demand. 
Here utility is important as a cause affecting consumers’ decisions 
as to what and how much they will buy. Every such decision is 
the result of a choice among two or more possible purchases. If a 
man decides to buy a pair of shoes for ten dollars, it is because 
he has decided he would rather have the shoes than anything else 
he could buy with that sum of money- This implies that he has 
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balanced the utility of an added pair of shoes against the various 
other utilities which were equally within his power to acquire. 

A perfectly rational and informed consumer would distribute his 
income so that the last dollar spent on each good and service 
purchased would yield him an equal amount of satisfaction. This 
distribution, once achieved, would produce the maximum satis- 
faction attainable from his income, for to divert a dollar from 
any good to any other good would involve substituting a lower 
(marginal) utility for a higher (marginal) utility and would thus 
result in a net loss of satisfaction. 

Every buying decision of a consumer is thus the result of a 
balancing of marginal utilities against one another. How a con- 
sumer will distribute his income among the different objects of 
expenditure depends upon the marginal utilities of the various 
goods relative to each other. 

To find the marginal utility of good A to a person in terms 
of good B, we have only to find how much of B we would have to 
give him to make him just willing to part with one unit of A. 
A boy with a bag containing a certain number of apples might 
be willing to trade one apple for seven marbles or for six marbles 
or for five marbles, but not for four marbles. Thus we can say 
that the marginal utility to him of apples (under the circumstances 
of his possessing this particular number of apples) in terms of 
marbles is five. We may assume also that the marginal utility of 
marbles in terms of apples is about one-fifth, or at any rate some- 
thing between one-fourth and one-fifth.^ 

Now if instead of measuring the marginal utility of apples rela- 
tive to marbles and of marbles relative to apples, we measure the 
marginal utility of each good relative to all other goods together, 
we have what influences the ordinary decisions of consumers. To 
each individual his money represents a certain quantity of pur- 
chasing power, which may be used to buy any of the things that 
normally enter into his consumption. Therefore the purchase of, 
let us say, a dozen eggs is really a transaction in which the indi- 
vidual exchanges for the eggs a certain amount of purchasing 
power, which is valuable because of all the other things which 

1 Making our units small enough, we could theoretically reach the precise 
point of indifference as to whether the exchange would be made or not. At that 
point the marginal utility of one good would be the exact reciprocal of the 
other, each marginal utility being measured in terms of the other good. 
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it could have bought. And the sum of money he pays is the measure 
of the marginal utility of the given quantity of eggs relative to 
other things in general. 

Putting this in general terms, we can say that the measure of the 
marginal utility of any given quantity of a good, relative to other 
things in general, is the amount of money for which a person 
possessing that quantity would be willing to part with one unit, or 
the amount of money that he would be wiling to pay for the 
unit that would bring his stock up to that quantity. 

Let us now refer back to the example of our housewife consider- 
ing the purchase of eggs. Having none at all in the larder, she 
would be willing, if necessary, to pay a fairly high price for a dozen 
eggs. Let us assume that under these circumstances she would pay 
a dollar (if she had to). If she already had a dozen eggs on hand, 
another dozen would not be worth the sacrifice of a dollar’s worth 
of other goods, but some smaller amount — seventy-seven cents’ 
worth, let us say. Thus, using figures which, though arbitrary as to 
absolute amounts, are in proper order of magnitude to one another, 
we may set up a schedule, showing the respective amounts of money 
which we assume this person would be willing to sacrifice (if she 
had to) in order to change her stock of eggs by one unit (the dozen) 
under various numerical circumstances: 


Quantity 

Number of cents which 

Number of cents 

possessed 

would be sacrificed in 

which would just 

(unit is 1 

order to gain one 

compensate for the 

dozen) 

unit 

loss of one unit 

0 

100 


1 

77 

100 

2 

60 

77 

3 

48 

60 

4 

38 

48 

5 

30 

38 

6 

24 

30 

7 

18 

24 

8 

13 

18 

9 

9 

13 

10 

5 

9 

11 

2 

5 

12 

0 

2 

13 


0 


Such a schedule as this implies the possibility that a person may 
have so muiph of a commodity that an added unit — a thirteenth 
dozen of eggs— would afford him no additional satisfaction at all. 
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Beyond a certain point additional units of the commodity might 
indeed lessen his total satisfaction by burdening or inconveniencing 
him. Thus, extending the schedule, we might show negative satis- 
factions. 

This would be true, however, only on condition that there is no 
possibility of resale. The ordinary housewife is not interested in 
buying eggs to sell. But if resale were possible, there would doubt- 
less come a point at which the amount that would be paid for ad- 
ditional units would be based on the money to be received from 
resale rather than on the satisfaction derived from use. From this 
point the amount that would be paid would be the same, regardless 
of the number of units possessed. In the foregoing schedule, for 
example, the last five lines in columns two and three might all 
read “thirteen.*' 

Of course it is the third column (not the second) in the above 
schedule which, according to our definition of marginal utility, 
measures the marginal utility of eggs in terms of money. 

Since it will be understood that we are concerned with relative 
marginal utility rather than absolute marginal utility, we may take 
the term marginal utility always to mean marginal utility relative 
to money. We thus arrive at the measure of marginal utility, as 
follows: The marginal utility to a person of a certain quantity of a 
good is measured by the amount of money that would just com- 
pensate him for the loss of one unit of the good. 

Marginal utility curve. The marginal utility schedule (see page 
130) is easily translated into a graph, as shown in Figure 10 (on 
page 132). Taking account of the possibility of resale, this curve 
might flatten out at its lower end, as indicated by the dotted line. 

We must remember that a marginal utility curve does not show 
a historical sequence of uses or utilities; it depicts a series of simul- 
taneous possibilities, not in the sense that all of them can be 
realized at the same time, but in the sense that any of them may 
be realized under the same general circumstances. Thus at a given 
moment, our imaginary housewife may have thirteen dozen eggs, 
or she may have none at all, or she may have any intermediate 
number. The marginal utility curve shows the additional satisfac- 
tion, in terms of money, she derives from any dozen eggs which 
increases her total stock to any indicated number within a given 
range of possibilities. 

Having constructed the curve, we pause to consider its interpre- 
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tation. It is a marginal utility schedule, a person's mental attitude, 
converted into graphical form. Every significant point on the 
curve bears a definite relationship both to the horizontal and to 
the vertical axis. The distance of such a point from the vertical 
axis, as measured by the horizontal scale, indicates a certain num- 
ber of dozens of eggs. The height of this point above the horizontal 
axis, as measured by the vertical scale, indicates the amount of 



Quantities 


Fig. 10 

money our imaginary housewife would be willing to sacrifice to 
obtain a dozen eggs which increases her total stock to the number 
indicated. 

The law of marginal utility. Once we have a clear idea of the 
meaning of marginal utility, the economic law of the relation 
between the quantity of an economic good and its marginal utility 
becomes obvious. This principle is known as the law of marginal 
utility and may be stated as follows: At any given time the marginal 
utility of any good to any person varies inversely with the quantity 
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under consideration. A glance at Figure 10 will make the meaning 
of this perfectly clear. 

Marginal utility of durable goods. The principle of marginal 
utility has been developed thus far with respect to commodities 
which are rather quickly consumed and of which a person there- 
fore usually possesses several units. One does not usually consider 
buying more than one lawn-mower, or buying several pianos or 
dwelling houses. These are durable goods, each furnishing a series 
of uses for a comparatively long time. One does not ordinarily 
need more than one unit of any such good. How can the principle 
of marginal utility apply to such a commodity? 

It is a series of satisfactions from the use of a durable commodity 
that furnishes the scale of diminishing marginal utility. When a 
person is faced with the alternative of buying one piano or none, 
he considers the series of uses which a piano would promise him 
through future years. The marginal utility of the whole series in 
connection with the price of the piano determines his decision. 

Again, having the choice between different qualities of durable 
goods, a person is often able to fix upon a certain quantity of 
services in accordance with the principle of marginal utility. In 
deciding whether to buy a house for $5,000 or $30,000, one is 
determining how much *'house service'" he will buy. The marginal 
utility of a unit of service of the $5,000 house — furnishing not 
much more than the bare requirements of shelter — ^will be far 
greater than that of the much larger series of services — including 
spaciousness, artistic satisfaction, and the gratification of vanity — 
which the more costly house offers. Even the durable goods thus 
conform to the general principle of marginal utility. 

Individual demand: Marginal utility and individual demand. 
The curve am in Figure 11 (page 134) is identical with the mar- 
ginal utility curve in Figure 10 (page 132). It shows the money 
estimation of the loss which a certain imaginary housewife would 
suffer by parting with one dozen eggs, assuming her to have any 
given number on hand, or the price she would be willing to pay 
for one additional dozen. Every vertical distance (such as an) 
thus measures the price she would be willing to pay for the addi- 
tional unit which would bring her stock up to the number indi- 
cated on the base line, provided, of course, she were held up each 
time for her highest price. 
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Fig. 11 

Now this obviously is not the way eggs are ordinarily boughC 
There is an established price on the market. No matter how badly 
the buyer may want the first few units, no matter how great their 
utility to him, no matter how much he might be willing to give 
for them if he had to, he does not have to pay more than the 
market price; and he may ordinarily buy all he desires at that price. 
The question he has to determine is not what price he will pay, but 
how many units he will take at the established price. 

Suppose our housewife finds that the price of eggs is thirty cents 
a dozen. How many dozen will she buy? Referring to Figure llj, 
we conclude that she will certainly buy one; rather than go with- 
out one dozen she would be willing to pay a dollar. Similarly,, 
she would buy a second, a third, a fourth, and a fifth, since in each 
case the sum she would give if she had to is greater than the price. 
For a sixth dozen she would give tliirty cents. She would just get 
her money's worth by buying this one. A seventh dozen would be 
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worth only twenty-four cents to her. She would gladly have this one 
and several more, but not at thirty cents. We conclude that this 
person would buy six dozen eggs. 

The curve in Figure 11, which originally illustrated the marginal 
utility of eggs under different circumstances, thus serves equally 
to illustrate the quantities that an individual would buy at various 
prices. From the point of the y axis which measures thirty cents, 
we draw a horizontal line, tu. This line intersects the curve at 
the point /, indicating that at a price of thirty cents six dozen 
will be bought. 

Let us suppose our housewife had found that they were charging 
seventy cents. She would consider this an exorbitant price; and 
while she would get enough to supply her most pressing needs, 
she would buy fewer than if the price were more reasonable, in 
this case two dozen, as indicated by the horizontal line vw. If on 
the other hand, she had found that eggs were being sold at fifteen 
cents a dozen — a bargain price — she would have bought a few 
more; namely, eight dozen. 

Of course only one of these price possibilities can be realized at 
a given time. Suppose the price is actually announced to be thirty 
cents. This individual will buy six units. This act should not blind 
us to the fact that consciously or unconsciously there resides in her 
at the same time both the willingness and the ability to buy eight 
units at eighteen cents, seven units at twenty-four cents, and other 
amounts at other prices as shown on the curve. Such ability and 
willingness constitute an individuaFs demand for a commodity. 

The concept may be defined thus: An individuaVs demand for 
any good (wealth or service) is a schedule of the respective quanti-- 
ties of that good which he is ready to buy at all possible prices. A 
-curve, such as that in Figure 11, is the graphical representation of 
this schedule and is known as the individual demand curve. It is 
identical with the marginal utility curve. Whichever name it takes, 
the curve is a picture of possible action in response to possible 
prices. It is controlled, not by the marginal desirability of the 
specified commodity alone, but by a balance of the desirability of 
that commodity against the desirability of other commodities and 
services. 

Demand and desire. Demand is not the same as desire. An 
impecunious student, standing with empty pockets ouside a theatre, 
iinay have a keen desire to see the show, but we cannot say that he 
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has a demand for a ticket. His desire has no effect upon the 
demand for tickets, no effect upon the numbers that could be 
sold at various prices. To have a demand for anything one must 
not only desire it; he must also be able and willing to buy. The 
only one who contributes to the demand for a certain make of auto- 
mobile, for example, is the one who is able and willing to buy 
at least one at a price at which this automobile is likely to be for 
sale. Though human wants are obviously the origin of the demand 
for any good, we need. to be on our guard against thinking that 
desire and demand are the same thing. 

Significance of this analysis. Hardly anyone would actually take 
the trouble to make minute calculations such as have been assumed 
in the foregoing analysis. Nevertheless most of us do have to exer- 
cise judgment in the expenditure of money, whether it be only 
a dollar or ten thousand dollars. Everyone has at least in his sub- 
conscious mind some idea of the satisfaction he expects to get 
from his purchases and can sense to some extent the result of 
spending a little more on one thing and correspondingly less on 
others. The given examples are more precise and definite than 
ordinary human behavior, but such examples are necessary for an 
insight into the complexities of human problems. A map is far sim- 
pler than the country it describes. A globe in the library is 
smoother than the earth it represents. For the same reason illus- 
trations of economic principles often have to be simplified at the 
expense of absolute realism. 

The preceding analysis illustrates (admittedly in ultra-simple 
and definitive fashion) the manner in which an individual weighs 
marginal utilities against each other, adjusting his expenditures 
when he finds marginal utilities out of balance, seeking marginal 
utilities proportional to the prices he has to pay — all in the effort 
to make the most of the limited purchasing power at his com- 
mand. The thought, the feeling, the unseen reflexes which govern 
this balancing of utilities, may be known only to the individual 
himself, and even then very imperfectly understood; but out of it 
all arises visible action, the purchase of economic goods. 

How both parties to a trade can gain. People sometimes find 
it difficult to believe that both parties to a trade can gain. It has 
been somewhat plausibly argued that, since in any honest trade 
the values of the two things exchanged must be the same, neither 
party can have made a gain; one party can gain only by giving 
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less value than he receives; that is, by cheating the other party. 
It was partly this notion which led the churchmen and lawmakers 
of the Middle Ages to believe that trade should be strictly regulated 
and customary prices enforced in order that neither party to a 
trade should gain at the expense of the other. 

But unless the marginal utilities a buyer has in mind are born 
in ignorance and false anticipation, a buyer gains by the oppor- 
tunity to purchase any commodity so long as the amount obtain- 
able for the money spent more than compensates him for the loss 
of the money. The seller, on the other hand, has received more 
than enough money to compensate him for the loss of the goods 
with which he parted. 

Figure 11 gives us an indication of the buyer's gain. Suppose 
the price is thirty cents. This individual would buy six units. 
From the shape of his demand curve, which measures the marginal 
utility to him of various amounts of the good, we can tell that the 
first unit of the good would compensate him for the loss of one 
dollar, the second for the loss of seventy-seven cents, and so on. 
We can be certain that each of the six units which he purchases 
more than compensates him for the thirty cents which he must 
spend to acquire it ^ and that if his judgment has been sound he 
is indubitably better off after the transaction than he was before. 

Real people. Of course the ordinary person does not use mar- 
ginal utility curves or schedules or demand curves or schedules 
in determining what he is actually going to do; they are, for the 
economist, ways of sketching the various things an individual may 
do in response to various possible stimuli. 

The closest approach to rational buying is seen when people 
budget all their expenditures. A careful family budget is an uncon- 
scious illustration of the principle of balancing marginal utilities. 
But many, perhaps most, people do not go even so far as the 
family budget. Poor people and even the moderately well-to-do 
often appear to spend their limited stores of money in the most 
foolish and irrational manner. A family that is without means to 
provide warm clothing for the coming winter will cheerfully spend 
ten dollars on a day's outing at the seashore. The radio, with its 
monthly installment payments, may be eating up the money that 
would seem much better spent for nourishing food. Clever adver- 

1 Except possibly the marginal unit, which may, as at six units, exactly com- 
pensate for the price. 
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tising and smart salesmanship bank on the careless and irrational 
way in which people spend their money. All sorts of appeals are 
used to induce the careless purchaser to buy things whose utility 
seems absurdly small in comparison with the money expended. 
To some the appeal of a “bargain"' is irresistible, and people come 
home laden with things for which they have no real need, bought 
simply because they were cheap; every retail merchant takes ad- 
vantage of this human characteristic. In any city, on the other 
hand, it is possible to see people buying things in one store when 
the identical articles are on sale at a lower price only a block or 
two away. 

Is all buying irrational? From such facts as these we may be 
tempted to draw the conclusion that there is no such thing as 
rational judgment in buying, that the principle of balancing utili- 
ties has no existence outside the imagination of the theoretical 
economist, and that ail our talk of demand and supply is pure 
theory without any useful application to the hard facts of the 
practical world. 

But let us not be too hasty in jumping at such conclusions. 
Much of the conduct of other people which we regard as irrational 
is not really so but is merely at variance with our own judgment. 
We readily think we could lay out a family budget for our impe- 
cunious neighbor which would materially increase the utility of 
his purchases. But it is his judgment, such as it is — not ours which 
decides how he can get the most for his money. The well-fed, 
well-dressed woman of the “upper class" points with scorn at the 
“irrational" conduct of the stenographer taking her pathetically 
inadequate luncheon at the soda fountain in order to save money 
to buy nylon stockings. But this conduct, whatever else may be 
said of it, is not irrational. The girl purposely spends more money 
on clothes, and less on food; this is her way of balancing marginal 
utilities. Her conduct may be “foolish" according to some other 
person’s judgment. But the economist is investigating how she 
actually spends her money, not how she “ought" to spend it. 

Let us reverse the case. The shopgirl laughs at the wealthy 
patrons of the Fifth Avenue store who “haven’t sense enough" 
to walk over to Sixth Avenue and buy the same things at lower 
prices. But it does not follow that the wealthy shopper is irrational. 
She wants the calm restfulness, the air of luxury and dignity, the 
deferential personal attention of the exclusive Fifth Avenue shop. 
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These are part of what she is paying for. She knows she could save 
money on Sixth Avenue, but the loss of these other advantages 
would mean a net sacrifice in the utility of her purchases. She 
also may be “foolish,” but that is beside the present point. 

Total demand: Individual demand and total demand. Thus far 
we have considered demand from the standpoint of the individual 
purchaser, who regards the prices of what he would buy as fixed and 
not subject to his control. But though the individuaFs demand for 
any good has no appreciable effect upon its price, the total demand 
of all consumers has a profound effect. The total demand is the 
sum of the demands of all individuals who are contemplating 
buying the good in question. 

For the sake of a simple concrete example, let us assume that 
in a certain village four families only^ are interested in the pur- 
chase of strawberries, and let us assume their respective demands 
as shown in the accompanying schedule. Family A is evidently 
well-to-do; they will take all the strawberries they want, regardless 
of what the price may be (within the limits of possible prices). 

DEMAND FOR STRAWBERRIES, RETAIL MARKET OF X— MAY 1, 1947 


Price 

per 


QUANTITIES 

PEOPLE ARE READY 

TO BUY 


quart 

Family A 

Family B 

Family G 

Family D 

Total 

55 cents 

10 qts. 

2 qts. 

0 qts. 

0 qts. 

12 qts. 

50 cents 

10 qts. 

3 qts. 

1 qt. 

0 qts. 

14 qts. 

45 cents 

10 qts. 

4 qts. 

2 qts. 

0 qts. 

16 qts. 

40 cents 

10 qts. 

5 qts. 

2 qts. 

Iqt. 

18 qts. 

35 cents 

10 qts. 

6 qts. 

3 qts. 

1 qt. 

20 qts. 

30 cents 

10 qts. 

6 qts. 

4 qts. 

2 qts. 

22 qts. 

25 cents 

10 qts. 

6 qts. 

5 qts. 

3 qts. 

24 qts. 


To the other families the matter is more serious; their purchases 
will be governed by the price. The schedule in the last column 
is the total demand for strawberries in this simplified market. 

Definition of demand. It is total demand which operates as one 
of the chief determinants of price. Hereafter the term demand, 
when not qualified, will be understood to mean the total demand. 
It may be defined as follows; The demand for any good is a sched- 
ule of the respective quantities of that good which people are ready 
to buy at all possible prices, 

1 The assumption of this small number is of course artifidal. It serves to sim- 
plify the example without affecting its validity as an illustration of the general 
principle. 



DEMAND 


140 

To represent better this definition, let us expand our illustration 
of the strawberry market of X hy including ail of the hundreds of 
families which may be interested in the purchase of strawberries, 
giving a demand schedule in general character like the following. 

DEMAND FOR STRAWBERRIES, 


RETAIL MARKEl 

: OF X—MAY L 

Prices 

Quantities “ 

55 cents 

50 quarts 

50 cents 

100 quarts 

45 cents 

160 quarts 

40 cents 

230 quarts 

35 cents 

310 quarts 

30 cents 

400 quarts 

25 cents 

500 quarts 


® Hereafter the word quantities in any demand schedule indicates quantities 
which people are ready to buy at various possible prices. 

In Figure 12 this schedule is represented in graphical form, the 
curve ag being the correspondirig demand curve. 

Time and place of the demand schedule. The demand schedule 
is a scries of simultaneous possibilities. The prices are alternative 
prices; only one of them can tubn out to be the actual price. So of 
the quantities; only one can [prove to be the amount actually 
bought. Which of the various ^mounts is actually bought we may 
not know. If we do, we must not forget that at the same time there 
is an ability and willingness to buy other amounts at other prices. 

The demand schedule is neither history nor prophecy. It does 
not show a series of purchases which have taken place at such 
and such prices. It does not show how much will be bought at any 
particular price after the given ^ date or period. Each day will have 
a demand schedule of its own, which may or may not be the 
same as this one. 

The demand for anything is stated as of a particular instant of 
time. However, since the consummation of the exchanges will 
necessarily take time, the quantities in the demand schedule must 
express what the buyers, at this instant, are prepared to take during 
some appreciable period of time. 

Theoretically conditions of demand may be changing continu- 
ously, so that each succeeding instant has its own demand schedule. 
For most practical purposes, however, it is sufficiently accurate to 
consider demand with reference to a considerable period, during 
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which a certain price might hold and a certain quantity be bought. 
In the market for certain corporation stocks or certain commodities, 
such as wheat, cotton, etc., where trading is very active, conditions 
of demand change rapidly, and there is close approach to the 
theoretical condition of the constantly changing demand schedule. 



Of course such a schedule must relate also to a particular place. 
Market conditions vary, and a schedule showing the quantities 
which would be bought at various prices in one market will not 
hold of any other market, except as a coincidence. 

Actual demand schedules. The reader hardly needs to be re- 
minded that the exact quantities used in our schedules and graphs 
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up to this point are not descriptive of any actual market. They 
are assumed quantities, chosen for purposes of illustration, and not 
otherwise significant. To ascertain the exact schedule of demand 
for any commodity at any particular time and place is in fact 



Fig. 13. demand for sugar, 1875-1929 


impossible, depending as it does on the consensus o£^ the inde- 
pendent judgments of many individual buyers, whose judgments, 
either separately or together, are nowhere recorded. 

By means of statistical analysis of the historical record o* 
and quantities purchased, economists have, however, succeeded in 
determining the approximate forms of the demand curves for cer- 
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tain goods during certain periods in the past. Professor Schultz 
has thus studied the demands for some ten agricultural products 
during periods from 1875 to 1929. His results for sugar, for exam- 
ple, are as shown in the graph on page 142 (Figure 13).^ 

The law of demand: General statement. Fortunately it is not 
neceSiSary for our present purpose — formulation of the law of de- 
mand — to have exact schedules or curves of the demands of par- 
ticular goods. What we require is the general relation between 
prices and the quantities of goods that people are ready to buy. 

We started by recognizing that it is a matter of common knowl- 
edge that the higher the price of anything, the less people will 
wish to buy. This relation between price and quantity has been 
confirmed by our analysis of consumers* actions based on the prin- 
ciple of marginal utility. It is further confirmed by Professor 
Schultz’s investigation of the demand for sugar. It will be observed 
that the three curves in Figure 13 have a downward slope going 
from left to right. So does the marginal utility curve (see Fig. 
11, p. 134), which turned out to be also the individual demand 
curve. And so also the curve illustrating our hypothetical case of 
the (total) demand for strawberries, as shown in Figure 12, p. 141. 

This downward slope clearly represents a condition in which the 
quantity taken varies inversely with the price — the higher the price, 
the less the quantity taken. This relationship is in fact what is 
known as the law of demand. It may be stated as follows: In 
general, the quantity of any good which people are ready to buy 
varies inversely with the price of that good,^ 

Special cases. We have used the phrase ‘In general” in the above 
generalization in recognition of certain special cases in which there 
is a different relation between price and the quantity that people 

1 The collection of the data and the theoretical and statistical analysis re- 
quired for the determination of actual demand curves are laborious and intri- 
cate.. Cf. Schultz, Henry, The Theory and Measurement of Demand. Chicago: 
The University of Chicago Press, 1938, especially pp. 183, 201, 207. 

2 As we shall use the terms, “inversely” and “directly” do not imply that the 
variation must necessarily be proportional. If a increases when h increases, or 
decreases when h deci eases, we say that a varies directly with b, even though 
the change in a may not be exactly proportional to the change in b; and cor- 
respondingly of an inverse variation. 

In accordance with strict mathematical terminology it would be more correct 
to say that the quantity people are able and willing to buy is “a decreasing 
function” of the price; but this phrase has been found to be awkward and cum- 
bersome in ordinary speech and calculation. The principle as stated above has 
abundant precedent in good literary usage. 
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would buy. If the price of diamonds, for example, should fall very 
low, it is quite probable that sales, instead of being larger or even 
as large as they are, would actually be smaller. Desire to have 
diamonds is stimulated to a large extent by the very fact that they 
are high-priced. If they should descend to low prices at which 
everybody could buy them, probably few people would want them. 
At times when people have plenty of money, the same perversity 
is sometimes illustrated in the sale of other luxuries and novelties. 
These exceptions we must recognize when we come upon them, 
but they should not blind us to the existence of the general prin- 
ciple or tendency. 

Balancing marginal utilities. Our investigation of marginal utili- 
ties has disclosed the foundation of the general principle of de- 
mand. It is not entirely a matter of psychology, since demand 
depends not merely on desire but also on ability to pay. It depends 
as well upon an individual’s resources and on the way in which 
he wishes to distribute them among alternative uses. An increase 
in price not only makes a good less attractive in comparison with 
others; it also makes it physically impossible for people to buy as 
much as they could and would at lower prices. A decline in price 
has an opposite effect purely as a matter of arithmetic. 

To understand how individuals distribute their incomes among 
different uses, we must refer back to the balancing of marginal 
utilities. If the marginal utilities of two goods do not stand in 
the same ratio as their prices, an individual will have reason to 
change the way in which he spends his money. If the price of a 
good rises he will restrict his purchases of it until its marginal util- 
ity has increased by an equivalent amount. If the price falls, he 
will have reason to expand his purchases so that a general balance 
can be effected. These considerations people may sense only 
vaguely. They give them no technical names, but their response 
is unmistakable. The result is the law of demand. 

The law of demand, as exemplified in any particular commodity 
or service, depends then upon a multiple operation of the law of 
marginal utility. The marginal utilities of any particular good 
to various individuals vary inversely with the respective quantities 
they may consider. At the same time, the marginal utilities of 
other goods are subject to the same principle. As buyers increase 
their expenditure on one good, its marginal utility for each of 
them decreases. Spending more on one thing, they have to cut 
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down their purchases of others, and the marginal utilities of these 
other things for each of them increase. Thus each and every buyer 
is subject to restraint by the counter-working of the same psycho- 
logical principle. This restraint is intensified by a high price and 
diminished by a low price. Its outward manifestation is expressed 
by the law of demand. 

As a further practical consideration, possibilities of substitution 
should be noted. If the price of butter rises too high, some people 
are prepared to use oleomargarine instead. If lamb chops were 
no more expensive than Hamburg steak, what a change there 
would be in many a meat platter I 

The operation of the law of demand as it relates to any par- 
ticular commodity or service may indeed be considered essentially 
in terms of the availability of substitutes. If a small quantity only 
of a given food can be sold at a high price, the principal reason 
may be that with such a high price people prefer to buy substi- 
tutes. If a large quantity of a given food can be sold at a low 
price, the chief reason may be that, because of the low price, people 
are able and willing to buy this particular good in place of many 
other possible substitutes. 

In a broad sense, all goods are substitutes for one another. When 
an individual is trying to make up his mind whether to spend 
more money on clothes and less on a summer vacation, he is com- 
paring two kinds of goods which are not similar. Nevertheless they 
are substitutes in the sense that his desire for one limits his willing- 
ness to spend money on the other. However, although these very 
dissimilar things must be regarded as substitutes in a broad sense, 
the demand for a particular brand of suits is likely to be affected 
intimately only by its availability and the price of close substitutes, 
such as other brands. 

Some apparent price anomalies resolved. In the concept of 
marginal utility and the law of demand lies the key to certain 
price relations which sometimes appear to be paradoxical. How is 
it that some of the more useful things in the world are so cheap, 
while other things that could be given up without any real suffer- 
ing are so costly? To some the fact that a diamond may be worth 
a thousand dollars while a loaf of bread is worth ten cents seems 
strange, inexplicable, or even wrong. 

The answer is that the value of anything depends, not upon 
somebody's judgment of the importance or righteousness of the 
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want satisfied, but on demand and supply, and the demand side 
is controlled by considerations of marginal utility. Marginal utility, 
we have just seen, varies inversely with the quantity. Diamonds 
are scarce; their marginal utility is therefore high. Bread is very 
abundant; its marginal utility is correspondingly low. People are 
willing therefore to pay high prices for diamonds, but very little 
for a loaf of bread. 

Abundance and scarcity. Some of the most useful things in the 
world are so abundant that they have no marginal utility at all 
and no one is willing to pay anything for them. Among the prime 
necessities which man must have in order to sustain life is air; 
nothing could be more useful. Yet no one will pay for air, simply 
because it is so abundant that everyone can have all he wants 
for nothing. Its marginal utility is zero. 

To have value, a thing must have not only utility, but a mar- 
ginal utility greater than zero. The only things that can have posi- 
tive marginal utility are those which both have utility and are so 
limited in quantity that there is not enough to satisfy everybody's 
wants. It is for this reason that some of the most important things 
in the world, as sunlight, air, sometimes water, are not considered 
‘‘economic goods.” They have no value, are not bought and sold; it 
is this, rather than any permanent physical characteristic, that 
rules them out. Water, free in abundance for all in many country 
districts, is limited in the city; it there has a marginal utility, has 
value, and is an economic good. 

Elasticity of demand: General statement. Every household uses 
a certain amount of salt. It would be most uncomfortable to go 
without salt, or even to cut down appreciably on the usual amount 
consumed; yet there would be little to be gained by increasing the 
amount used, since everybody already has about ail he wants. 

If the price of salt should rise, people would still buy nearly 
as much as usual. The amount expended for salt is a very small 
part of the household budget, and even at a higher price, the cost 
would be small, and the increase could be made up by a slight 
saving on some other item of expenditure. On the other hand, a 
lower price of salt would not mean any great increase in the 
quantity bought, for the simple reason that people were already 
buying about all they wanted. The law of demand holds good of 
salt, as of other things; that is, at any given time the quantity that 



GRAPHICAL ILLUSTRATION 147 

people are able and willing to buy varies inversely with the price. 
But it varies only slightly. 

For a contrasting example, consider a particular brand of gaso- 
line. People may insist on using about their customary quantities of 
gasoline, not much influenced by small changes in price. But let the 
price of a particular company’s gasoline rise only a little, and many 
purchasers will quickly turn to other brands. Likewise a moderate 
decrease in price will increase sales substantially. 

These examples call attention to a very important feature of the 
demand for any particular good; namely, its elasticity. From the 
law of demand we know that the quantity of any good that buyers 
will take is governed by the price or, we may say, is responsive to 
the price. By elasticity of demand, we mean the degree of respon- 
siveness of quantity to price. 

If a small change in price brings more than a proportional 
change in the quantity taken, the response is strong, and we say 
the demand is relatively elastic. If on the other hand a small 
change in price brings less than a proportional change in the 
quantity taken, the response is slight, and we say the demand is 
relatively inelastic. 

The dividing line between these two conditions is where a small 
change in price would bring a proportionate (inverse) change in 
the quantity taken. This condition is commonly called unit elas- 
ticity, By relatively elastic demand we mean that the elasticity is 
greater than one; relatively inelastic demand means elasticity less 
than one. 

Graphical illustration. These concepts may be illustrated graph- 
ically. When demand is pictured by the usual curve, the degree 
of elasticity of the demand at any point on the curve is shown by 
the slope of the curve at that point. 

In Figure 14 (page 148), the curve is so constructed that, at 
point p, a small change in the length of the line measuring price is 
accompanied by an exactly proportional (inverse) change in the 
length of the line measuring quantity taken. Thus an increase in 
price from O a to Ob would be accompanied by a decrease in tire 
quantity that buyers would take from Oc to Od. The changes are 
measured by afe and cd respectively. The curve is so constructed 
that, on the numerical scale used, ab is 1/10 of Ob, and cd is 1/10 
of Oc, We say^ therefore, that the changes are inversely propor- 
tional, and the demand portrayed is of unit elasticity. 



DEMAND 


148 

Elastic demand is illustrated by the curve in Figure 14 at the 
point q. Here a change in price from Og to Oh brings a change in 
quantity taken from Oi to Ok, According to the numerical scale 
here employed, an increase in price of about 6 per cent brings a 
decrease in quantity of about 40 per cent. This is a more than pro- 
portional change in the quantity taken, showing a relatively elastic 
demand. 



Fig. 14 

At the point r on the curve, the demand is inelastic. A change in 
price from 01 to Om is an increase of about 40 per cent. The corre- 
spending change of quantity taken from Ow to Oz is a decrease of 
about 6 per cent. Here we have a less than proportional change in 
the quantity taken, showing a relatively inelastic demand. 

In strict theory statements such as these are precisely true only 
when demand relates to a mathematical point and the variations in 
price and cpxantity are infinitesimal. But businessmen and the con- 
suming public do not think or act in terms of infinitesimals. For 
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practical purposes we are concerned with appreciable (though 
small) changes. When, therefore, we speak of demand at a point, 
we actually have in mind, not a mathematical point, but a short 
arc of the curve. Our numerical analysis, while thus falling short 
of strict theoretical precision, is accurate enough for practical 
purposes. 

Elasticity of demand and the amount of money spent. There is 
an important relationship between price and the quantity that 
would be taken and the total amount of money that people are 
ready to spend for any good, depending on the degree of elasticity 
of the demand. 

When the demand is of unit elasticity, the amount of money that 
people would spend is always the same. This may be demonstrated 
by the aid of the diagram in Figure 14, p. 148. The amount of 
money spent is of course the product of the price and the quantity 
taken. At the price Oa, the amount spent is the product of Oa and 
Oc, which is represented graphically by the area Oajc, At price Ob, 
the amount spent is the product of 06 and Od^ represented by the 
area Obed, These two areas are equal.^ 

When the demand for any good is elastic, the amount of money 
that people are ready to spend in its purchase varies directly with 
the quantity bought. When the demand is inelastic, the amount of 
money that will be spent varies directly with the price. 

These propositions regarding elastic and inelastic demand can 
be readily demonstrated with the aid of the diagram in Figure 14. 

Practical examples: Inelastic demand. As a general rule, inelastic 
demand will be found in the case of simple necessities, since people 
must have a certain amount, even at the cost of heavy sacrifice of 
other enjoyments, and since, after their needs are fairly satisfied, 
they do not much care for an increased amount. Salt is an example 
of a necessity. 

A practical illustration of inelastic demand is exhibited in the 
following record: 


^ The proof is simple: Let ab ~ n% oi Oh \ and let cd — n% oi Oc. 


Area Oqfc = Oa X Oc = 
Area Obed = Od X Ob == 


(100 -n) Ob X Oc, 
100 

(100 - n) Oc X Ob, 


These are identical. 


100 
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PRICES AND CONSUMPTION OF POTATOES 
IN THE UNITED STATES^ 


Year 

Average whole- 
sale price per 
bushel for the 

Per capita 
consumption 


in bushels 


crop year 


1907 

$0.61 

3.68 

1908 

.79 

3.47 

1909 

.38 

4 34 

1910 

.48 

3.76 

1911 

1.03 

3.26 

1912 

.49 

4.40 

1913 

.65 

3.45 


The reader will not have failed to observe that the above table 
is a record of historical sequence — not a picture of amounts that 
would be consumed under different assumptions as to price at a 
given time, as is required by the definitions of demand and elas- 
ticity of demand. It is quite safe to infer, however, that the com- 
paratively steady consumption of potatoes in face of a wide fluctu- 
ation in price is due to the fact that potatoes are an article of 
relatively inelastic demand, and that this is true over a wide range 
of price levels. 

The actual demand for sugar, which we have previously noted, 
furnishes a more scientific example of inelastic demand. Sec the 
three demand curves in Figure 13, p. 142. Professor Schultz points 
out ^ that in the period 1875‘~95 a drop of 1 cent in price caused 
an increase of 2.25 pounds in the annual per capita consumption 
of sugar. In the period 1896-1914, a 1 cent drop in price increased 
the consumption by 3.34 pounds; in the period 1915-29, the 
increase was 7.80 pounds. Yet the degree of elasticity was fairly 
constant through the whole time. In each period, a 1 per cent 
drop in price increased the annual consumption by about 0.3 to 0.4 
per cent. This is a less than proportional reaction and so shows a 
condition of inelastic demand. 

It would be a mistake, however, to conclude that inelasticity 
of demand is confined to the necessities. Take, for example, tobacco. 
If by necessity wt mean a thing which is required to sustain life 
or to maintain a decent living in accordance with prevailing stand- 

1 Mills, F. C., The Behavior of Prices, New York: National Bureau of Economic 
Research, Inc., 1927, p. 1^8. 

2 Schultz, Henry, The Theory and Measurement of Demand. Chicago: Uni- 
versity of Chicago Press, 1938, p. 229. 
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ards, then cigars, cigarettes, and other tobacco products certainly 
are not necessities. Yet few articles of common use show so inelastic 
a demand. The ordinary man will insist upon having his smoke, 
no matter what the price. If necessary he will make almost any 
sacrifice in the other items of his personal or family expenditure. 
The same is often true of liquor. 

Elastic demand. Substitution. The demand is generally elastic 
for luxuries, things that people could do without. Travel for pleas- 
ure is a luxury. The American railroads have learned by experience 
that a moderate reduction in passenger fares frequently brings a 
more than proportional increase in travel, indicating a condition 
of elastic demand. 

If luxury is to be regarded as the antithesis of necessity as we 
have defined the latter term, then the demand for luxuries will as a 
general rule be elastic. But there will be many and important ex- 
ceptions; tobacco, for example. Indeed the distinction between 
necessity and luxury is at best a vague one, and this distinction is 
far less useful for the scientific analysis of demand and price than 
the distinctions which rest upon the degree of elasticity of demand. 

The most potent cause of elastic demand is the availability of 
substitutes. The demand for a general line of product (say gasoline) 
may be fairly inelastic, but the demand for any particular brand 
of this product is generally very elastic. People may have some 
preference or other for particular brands, but slight differences in 
price will swing many of them away from ordinary choices. Sup- 
pose the price of a certain company's gasoline should be kept one 
cent per gallon higher than other brands. How many users of this 
gasoline would keep on buying it? In general, the demand for a 
particular brand of almost any product is extremely elastic. The 
demand for salt in general is very inelastic, as we have observed, 
but the demand for particular brands of salt is extremely elastic. 

This is not only true of particular brands, but also of particular 
kinds of products. The demand for veal is elastic because people 
also have beef, pork, mutton, and lamb to choose from. For meat 
in general there are many substitutes; for example, fish or eggs. 
These substitutes increase the elasticity of demand for meat. 

EXERCISES 

L The marginal utility schedule below reflects the subjective estimate of 
an individual of the importance to him of successive additional pairs 
of shoes: 
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Quantity Maiginal utility 

1 $100 

2 20 

3 12 

4 6 

5 2 

6 1 

(a) Following the instructions contained in this chapter, construct a 
diagram to represent this marginal utility schedule. 

(b) If the particular grade of shoes sells for $10 a pair, how many 
pairs will this individual find it worth while to possess? Explain. 

2. A college student has $3.00 to spend for a ticket to a football game or 
a dance or a book or a new hat. Explain the basis on which he makes 
his decision betw^een these alternative forms of expenditure. 

3. Assuming that people are frequently influenced by shrewd salesmen, 
misleading advertising, gossip of friends, etc., to buy goods which give 
them little real satisfaction, is this inconsistent with the principle of 
marginal utility? 

4. In a period of rapidly changing prices, a person having an annual in- 
come which is fixed in monetary terms may be expected to change the 
nature of his choices among the goods and services available for pur- 
chase. Assuming, first, rising prices, and second, falling prices, and ap- 
plying the marginal utility analyses, show how he would achieve ad- 
justment of his expenditure buclget. 

5. Draw up an assumed demand schedule for a certain commodity. Plot 
the corresponding demand curve. Test this demand at two or three 
widely separated points for degree of elasticity. 

6. Explain how each of the following factors tends to affect elasticity of 
demand: 

(a) Necessity or luxury 

(6) Presence or absence of substitutes 

(c) Habitual consumption 

(d) Size of the expenditure for the particular good as compared with 
one's total expenditure 

(e) Advertising warning the buyer to “beware of imitations” or “ac- 
cept no substitute” 

(f) Size of income. 

7. In each of the following cases, what condition is implied with respect 
to elasticity of demand? Explain. 

((z) On several occasions during the 1930's the American Telephone 
and Telegraph Company reduced its toll rates for evening calls. 

(b) A small wheat crop may result in a greater income to wheat grow- 
ers than a large crop. 

(c) In 1936 passenger rates on American railroads were reduced from 
B cents to 2 cents per mile, at a time when the railroads were in 
dire need of additional revenue. 

(d) The Brazilian government has frequently resorted to burning cof- 
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fee or dumping it in the ocean, in an effort to increase the incomes 
of coffee producers. 

8 . (a) A city calls for bids to furnish it 50 garbage trucks of a particular 

type. Draw the appropriate demand curve, 

(b) The United States Treasury stands ready to purchase all gold 
brought to it at $35 per ounce. Draw the appropriate demand 
curve. 

(c) What features distinguish these curves from the generality of de- 
mand curves discussed, both total and individual? How do you 
reconcile their shape with the concept of diminishing marginal 
utility? 

9. Does the schedule for Family A on page 139 contradict the principle 
of diminishing marginal utility? Explain. 

10. (a) Construct a schedule and a diagram demonstrating the principle, 
stated in the text, that when demand is inelastic the total amount 
of money that people are ready to spend varies directly with the 
price. 

(b) Present a corresponding demonstration for the condition of elas- 
tic demand. 



CHAPTER IX 


The Sellers and Their Costs 

The different viewpoints of buyers and sellers. The buyers ot 
goods are either consumers, who seek goods to satisfy their wants, 
or producers,^ who buy in order, sooner or later, to sell either to 
consumers or to other producers. The demand of manufacturers 
and dealers is not the ultimate demand; it is an indirect or re- 
flected demand, arising from the demand of the ‘'ultimate consum- 
ers.’’ In any case the goods finally reach consumers, and it is this last 
exchange which is the fundamental one for the study of the de- 
mand side of the forces determining price. 

When now we turn to the study of supply, we observe that, with 
few exceptions, the sellers are not correspondingly parting with 
goods that might satisfy their wants. There are exceptions, as when 
a family in reduced circumstances is compelled to sell its household 
effects, and especially in connection with the sale of nonrepro- 
ducibie goods, such as rare postage stamps, antique furniture, or 
paintings of old masters. The great bulk of buying and selling 
however is of goods which are being currently reproduced or are 
at least capable of reproduction. 

Here there is an important difference between the ultimate 
buyers and the sellers. The purchaser buys a set of golf clubs in 
order to play the game. The merchant who sells him the clubs is 
not thereby giving up his opportunity to play golf, and the esti- 
mate he places upon the clubs has nothing to do with the pleasure 
of playing golf. The seller’s conduct is not explained by a balancing 
of marginal utilities. 

On the seller’s side the motive is profit, or other pecuniary gain. 
This is true not only of the retail merchant from whom the con- 
sumer does most of his buying. It holds also of the wholesaler, the 
jobber, the manufacturer, the farmer, and all other persons engaged 
in the various steps of production from the extraction of the raw 

1 The term “producers” includes of course merchants and all others who have 
a part in the productive process. 
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material to the delivery of the finished good to the final consumer. 
This generalization applies also to those who sell their personal 
services, such as laborers, lawyers, physicians, musicians, and actors. 

The seller makes a profit when he sells for more than his goods 
cost him. He avoids a loss when his selling price just equals the 
unit cost of his product. Cost of production thus becomes the most 
important consideration on the seller's side of the market, just 
as marginal utility is most important on the buyer's side. 

Production to order or for a general market. In the early stages 
of the medieval town economy most of the products of manufac- 
ture were “made to order." The blacksmith, the bootmaker, the 
weaver did not generally begin the making of anything until there 
had been an order from a buyer and an agreement upon the price. 
Since no artisan would knowingly undertake to produce and sell 
an article for a price that would not cover his anticipated costs 
and a “fair profit," there was here a simple relation between cost 
and price. Present-day examples of such production are the custom 
tailor, the custom bootmaker, the house-building contractor, etc. 

As a matter of fact a very considerable part of the production of 
machinery, tools, structural steel, and a host of products that 
furnish either equipment or raw materials for other factories is 
made to the customers’ orders. The relation between cost and price, 
however, is not quite so direct and obvious as in the case of the 
simpler industries cited in the previous paragraph, owing to the 
complexity of the industrial processes and the consequent difficulty 
of knowing in advance just what the cost per unit of product is 
destined to be, and owing also to the different elements that may 
be included in cost and to the different ways of measuring cost. 

The relation between cost and price becomes far more obscure 
when production is not to order but for a general market. Wheat, 
cotton, and virtually all agricultural products are obviously in this 
category. The same is true of most everyday articles which are sold 
for use to the general public rather than to other producers. Ordi- 
nary ready-made clothing, shoes, hats, bread, breakfast foods, and 
household furniture are a few examples from an almost unlimited 
list. 

In fact this condition is typical of the greater part of modern 
industry. Such goods are made up in advance of orders from buyers, 
and the producer takes the chance of being able later to find 
customers who will take his product at a profitable price. Under 
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such circumstances we cannot say simply that sellers will not part 
with their goods except at prices that equal or exceed their costs. 
The complex relationship between cost and price will appear only 
after rather searching analysis. 

Immediate and remote sales problems. As the first step in our 
analysis of costs in their relation to price, we need to distinguish 
between what we may call immediate and remote sales considera- 
tions. The former are those that confront the seller — ^manufacturer 
or dealer — with respect to a stock of goods on hand, already pro- 
duced. Such goods are in a special position, because all of the 
costs to which their production or acquisition has given rise have 
already been irrevocably incurred. 

The seller's sole interest in them is to realize as large a return 
as possible now that they have come into his possession. Of course 
he would like to get back his costs and as much more as possible. 
But the costs, whatever they are, have already been incurred, and 
they are generally irrelevant to his decision. In the main this is the 
situation also of those who sell their personal services, such as 
lawyers, physicians, and laborers generally. Theirs is an immediate 
sales problem. 

All this is different when the seller is considering the production 
or acquisition of goods to be sold in the future. With reference 
to his wheat already harvested, the farmer has to take or leave 
the going price, regardless of what his wheat cost him. But when 
he comes to planning next year’s crop, he is going to give chief 
consideration to the prospect of selling his crop for a price at least 
equal to the cost of raising it. This is what we have called the 
remote sales problem, and here cost of production becomes the 
seller’s chief consideration. From now on our study of supply will 
be chiefly directed to cost of production and its influence upon 
supply. 

Supply governed by cost. Businessmen, farmers, and producers 
generally will not be willing or able to remain in business indefi- 
nitely if they sell their products at prices which will not cover 
their costs. And must note in this connection that costs include 
not only the payments made by the entrepreneur to other persons 
but also interest upon his own capital and an adequate reward 
for his own labor of management. The owner of capital has the 
choice of employing it in business or lending it to someone else. 
In the latter case he receives interest, and he will therefore be 
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unwilling to employ his capital himself unless he can expect an 
equal return from his own business. In like manner the entre- 
preneur generally has before him the two alternatives of running 
his own business or of hiring out to an employer. Unless the income 
that accrues to him from his business promises in the long run to 
be at least as great as the wages or salary he could command, the 
businessman will ordinarily not continue as an independent 
producer. 

The producer who is unable in the long run to cover his costs, 
including interest on the capital invested, whether his own or 
borrowed from others, and wages of management, whether paid to 
a hired manager or earned by himself, will sooner or later give up 
and retire from business. The costs of production thus set a mini- 
mum below which producers will not in the long run offer to sell 
their products. 

Future cost controls. But the cost of production which thus con- 
trols price is not past costs already incurred, but future costs. 
Suppose the introduction of a new hybrid seed corn has greatly 
reduced the cost per bushel of raising corn. It will obviously be this 
new cost upon which the farmers base their plans for growing corn, 
regardless of the higher cost of stocks on hand. Moreover, since the 
stocks on hand may now be replenished at lower cost, competition 
will generally compel the farmers to offer even these stocks at a 
price related to the new cost of production, no matter what the 
actual cost may have been. 

On the other hand, consider a change which increases the cost of 
a certain commodity, such as a rise in freight rates or an agreement 
fixing a higher scale of wages. There will now be a new and higher 
cost scale governing all future production. Those who have stocks 
of the commodity on hand, knowing that they cannot be replen- 
ished except at greater cost, will find that they can get a price 
governed by the new cost even for those articles which were pro- 
duced at the former low cost, and this will control the supply 
offered by them. 

In normal times the prices at which producers decide to offer 
goods are therefore controlled by future costs of reproduction and 
little, if at ail, by the past costs at which existing stocks were pro- 
duced. Of course no wise producer closes his eyes to the past or 
present scale of costs, but it is only as an indication of what future 
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costs may be expected to be that past or present costs enter into the 
problem. 

Analysis of cost: Fixed and variable costs. Our next task is to 
obtain a definite idea of the meaning of unit cost of production. 
For this a careful analysis of cost is required. Let us suppose that a 
certain manufacturer is producing cotton cloth, using a plant (land, 
factory, machinery, etc.) which cost |i,000,000. The interest on this 
capital is, of course, one of the elements in the cost of producing 
cloth. It is obvious that, this sum having once been invested in the 
plant, the interest will go on indefinitely, without regard to the 
amount of cloth pi"oduced. Indeed the interest will continue though 
no cloth at all is produced; it cannot be escaped even by closing 
down the factory. Even if this particular owner should escape by 
selling the plant, the purchaser would have to assume the burden. 
Only by going into bankruptcy can the enterprise escape its 
contractual interest obligation; and even then the creditors suffer a 
lump sum loss equal to the present worth of future interest pay- 
ments. 

There is another group of costs whose amount has little de- 
pendence upon the immediate number of yards or pounds of cloth 
produced; this group includes such costs as the salaries of the 
principal officers and department managers of the factory, the pay- 
ments for insurance, for lighting and heating the factory, etc. These 
costs are unlike the interest on capital, however, in that they would 
generally cease if the plant were closed down permanently. 

Finally there are costs which are related closely to the quantity 
of the product, so that their amount varies with the amount pro- 
duced. Thus the cost of cotton and other materials, wages, and 
certain other costs will vary according to the amount of cloth pro- 
duced by the factory. 

Of these three types of production cost, the first and second are 
called fixed costs^ because their amount does not vary with the 
quantity of goods produced. The difference between them is that 
the interest on the capital invested and permanently sunk in the 
enterprise must be borne indefinitely (or until bankruptcy), even 
though the business should be shut down. The other group of fixed 
costs, on the contrary, would not have to be borne if the business 
were given up. 

The third type of cost is called variable costs, because, in con- 
trast to the fixed costs, the amount of the costs varies directly with 
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the amount of goods produced, though not necessarily in exactly 
the same proportion. 

The classification of production costs may be summed up as fol- 
lows: (1) fixed costs: (a) interest, (b) other fixed costs; (2) variable 
costs. 

A numerical example will help us to arrive at the relation be- 
tween these several groups of costs and the total cost of production 
per unit of product. Returning to our example of a cotton mill 
with 11,000,000 of capital invested in plant, let us assume that the 
annual interest charge, at 4 per cent, is $40,000. Let us assume 
further that the other fixed costs are $320,000 a year and that the 
variable costs are 24 cents per pound of cloth produced. What will 
be the total cost of making a pound of cotton cloth? Evidently it 
will depend upon the number of pounds produced. The following 
table shows the results of three separate assumptions as to the 
output: 

COST OF PRODUCING A POUND OF COTTON CLOTH 



First case 

Second case 

Third case 

Amount of product 

1,500,000 pounds 

3,000,000 pounds 

6 , 000,000 pounds 

Costs: 

Interest 

$ 40,000 

$ 40,000 

S 40,000 

Other fixed costs 

320,000 

320,000 

320,000 

Variable costs 

($0.24 per pound) 

360,000 

720,000 

1,440,000 

Total costs 

$720,000 

$1,080,000 

$1,800,000 

Average cost per pound 

$0,48 

$0.36 

$0.30 


It should be especially noted here that this example does not 
represent a historical sequence; it sets forth rather the results of 
three simultaneous possibilities as to the quantity that might be 
produced. The illustration brings out with clearness the principle 
that, under these assumptions, the average unit cost of production 
varies inversely with the amount produced. The reason is simple 
enough; i.e,, since the interest and other fixed costs are constant in 
amount, the part of such costs assigned to each unit becomes suc- 
cessively less as the number of units increases. There is within 
limits a general tendency for the unit cost of production of each 
producer to decrease as he is able to increase the volume of his 
production. 

Economy of fully utilized plant. In this illustration we see unit 
cost lowered by a ‘'spreading of the overhead.” By this we mean 
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a reduction in average cost through the application of fixed costs 
to a greater volume of production. This is not the only way in 
which unit cost may be reduced by increased output. Buying raw 
materials in larger quantities often makes it possible to procure 
them at lower prices. Thus an important part of the variable cost 
embodied in each unit of product may be reduced. Larger produc- 
tion often makes possible greater economy in the use of raw ma- 
terials and permits the manufacture of by-products which reduce 
variable unit costs. In similar manner, freight rates and other ship- 
ping charges, if included in total cost of a unit of product, may be 
reduced by an increase in total production. Within certain limits, 
increase in output also makes possible greater economy in the use 
of labor. 

But there are very definite limits to all these tendencies. Even if 
3 million pounds of cloth can be produced more cheaply per 
pound than I 1/2 million, and 6 million pounds more cheaply than 
3 million, it does not follow that there would be further reduction 
for 8, 10, 20 million pounds. 

Let us return to our numerical illustration, in which it was as- 
sumed for simplicity's sake that variable costs were 24 cents a pound. 
Evidently when I 1/9 million pounds were made, the plant and the 
services for which fixed costs were incurred were not being fully 
utilized; otherwise it would not have been possible to increase the 
output to 3 million pounds and then to 6 million with the same 
plant and the same general services. 

Sooner or later, if production is continuously increased, the time 
approaches when plant and general services are fully utilized. 
There is a general tendency for each producer’s unit cost of pro- 
duction to decrease as the volume of his product increases, up to the 
point where his plant is fully utilized. 

Expansion of output and unit cost. If the firm wishes to increase 
the output beyond this point, it will have to make a choice. Usually 
it will be possible to increase output further by resorting to various 
devices which permit still more intensive utilization of the existing 
plant. If the firm is already running two shifts, a third shift can be 
added, or the plant may be kept open on Saturdays and Sundays 
and holidays. Sometimes the actual rates at which operations are 
performed can be speeded up by increasing substantially the labor 
force. Still another possibility is that production may be increased 
by making use of old equipment, less efficient than that ordinarily 
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employed, which is kept to be used under exceptional circum- 
stances. 

If output is increased in this way, it is almost certain to involve 
a large increase in variable unit costs. If men are hired to work over- 
time they must usually be paid at a higher rate. As the labor force is 
increased beyond its normal size, management and supervisory 
officers are overloaded and function less efficiently. As marginal 
equipment is called into use, variable costs will be increased dis- 
proportionately because of the inferior efficiency of the equipment. 

The alternative choice before the businessman who seeks an 
increase in output is to make additional investment in plant and 
an increase in the staff of executive officers, etc. This will mean an 
increase in interest and other fixed costs, and so in the total cost 
per unit. When the capital investment and the executive staff are 
increased, the additions will at the start almost certainly be greater 
than sufficient to care for the increased product which can be im- 
mediately sold. Therefore there will again be a situation of un- 
utilized plant, with the possibility of another succession of reduc- 
tions in unit cost as output is further increased. 

The limit to large-scale enterprise. But this will not ordinarily 
go on indefinitely, since there is in most lines at least a limit to the 
size of the business unit, beyond which efficiency declines. The 
laboring force may become too large and unwieldy, wage costs may 
rise, managerial efficiency may decline through inability to cope 
with the problems of an overgrown business. 

The limit of most efficient size for any particular enterprise de- 
pends chiefly upon general conditions in the industry which limit 
the advantages to be gained from large-scale production. In agri- 
culture, for example, experience has demonstrated the advantage 
of the small farm. The ordinary farmer soon reaches the point 
beyond which he does not find it advantageous to enlarge his farm 
and its equipment. A different situation is illustrated by certain 
lines of manufacture — such as steel mills, automobiles, oil refining 
— ^where there appear to be advantages of large-scale production 
which are not exhausted until the business unit attains very great 
size. This situation is still more extreme in the railroad business 
and certain other public utilities. 

The point which especially concerns us here is that each enter- 
prise has a theoretical optimum size, at which under existing condi- 
tions it may produce at lowest cost. As demand for its product 
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increases, the enterprise tends to increase its plant until that size 
is attained. When all the producers in any industry are in this 
state, f.e., with enterprises of the size of maximum efficiency and 
plants generally fully utilized, the limit to the advantages of large- 
scale production has been reached. 

Marginal cost: Definition. When a producer is making a decision 
regarding a possible policy which would lead to a change in his 
sales, he must consider two major effects of the proposed step: 
(1) the change in his revenues and (2) the change in his costs. If the 
proposed step will reduce costs more than it will reduce revenues 
or increase costs less than it will increase revenues or reduce costs 
and increase revenues, then the change will be profitable; otherwise 
it will not. To arrive at an estimate of the probable effect upon 
costs, the businessman cannot consider only average costs, with 
which we have been concerned thus far. He needs the concept of 
marginal cost. We may define marginal cost as the amount per unit 
by xohich a small change in output changes total cost,^ 

The significance of this concept may perhaps be made clearer if 
we think of marginal cost as the difference in total cost that will be 
occasioned by a change of one unit in output. This description 
makes marginal cost exactly parallel with the concept of marginal 
utility as we have defined it. It is obvious however that, as a prac- 
tical matter, it is generally impossible to measure the increase in 
cost that would result if just one more unit were produced, or the 
saving in cost if one less unit were turned out. For instance, if a 
shoe factory had been planning to turn out 500,000 pairs of shoes, 
and we attempted to discover by how much its cost would be in- 
creased if it turned out 500,001 pairs, the calculation would be 
impossible. Of course, the more minutely changes in total cost can 
be calculated, the more accurate is any measure of marginal cost.^ 
In actual practice a fairly rough measure is generally the best that 
can be obtained.'^ 

Marginal cost and average cost. The nature of marginal cost 

1 Since this amount would be calculated by dividing the increase in cost by 
the number of units added to output, majginal cost is a rate, and it is some- 
times defined as “the rate at which a small change in output changes total 
cost,” 

2 The pure mathematical concept of marginal cost is based on the assumption 
of infinitesimal changes in cost and output. 

8 Cost accountants have developed a working concept knowm as difjerenlial 
cost, closely lelated to the economist's idea of marginal cost. 
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and its relation to average costs may be given more concrete illus- 
tration by returning to the example o! the cotton mill which has 
already served us. Let us revise the assumptions, however, in two 
respects: in the first place, let us consider this the business unit of 
most efficient size; and second, let us recognize the probability that 
variable costs will not be 24 cents a pound throughout. 


COST OF PRODUCING A POUND OF COTTON CLOTH 


Amount of product 
Costs: 

Interest 

Other fixed costs 
Variable costs 
Total cost 

Change in total cost 
Change in output 
Marginal cost 

Average of variable costs 
Average of all costs 


1,450,000 pounds 


1,500,000 pounds 


$ 40,000 $ 40,000 

320.000 320,000 

465.000 480,000 

$825,000 1840,000 


$15,000 
50,000 pounds 

$15,000 50,000 = $0.30 


480.000 -7- 1,500,000 = $0.32 

840.000 ~ 1,500,000 = $0.56 


In this illustration it is assumed that 50,000 pounds o£ cloth is 
the smallest change in the contemplated output of this mill upon 
which the manager can base a calculation of marginal cost. The 
effect of a change in production from 1,450,000 pounds to 1,500,000 
pounds is to change total costs by $15,000. Dividing this amount by 
50,000, we have a fairly accurate measure of marginal cost. The 
result, 30 cents, is the rate per pound at which total cost changes 
with an increase in production from 1,450,000 to 1,500,000 pounds, 
or with a decrease in production from 1,500,000 to 1,450,000 
pounds. So 30 cents is said to be the marginal cost of 1,500,000 
pounds of cloth. 

According to our general definition it would be logical to call 
30 cents the marginal cost of either 1,450,000 pounds or 1,500,000 
pounds; but to prevent confusion it is generally understood that, 
when a small change in output takes place through addition, the 
rate of additional cost is to be taken as the marginal cost of the 
quantity which includes the added units. Thus the same marginal 
cost is not attributed to two different quantities; and marginal 
costs through addition and through subtraction are regarded as the 
same for any particular quantity.^ 

1 Compare the similar convention with regard to marginal utility. Chapter 
vni. 
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It is important to note that only in special situations is either 
the average of variable costs or the average of all costs equal to 
marginal cost. In the example above, marginal cost (30 cents) is less 
than the average of variable costs (32 cents), which of course has to 
be less than the average of all costs (56 cents). 

Relation of costs to output. When a businessman undertakes a 
calculation like this, it makes a good deal of difference where he 
starts. We have used for our first illustration the problem of in- 
creasing the output of a cotton mill from 1,450,000 pounds to 
1,500,000 pounds. The three magnitudes at which we arrived — 
average of variable costs, average of all costs, and marginal cost — 
as well as their relations to each other, would have worked out 
differently if we had started with some other output, say 3,000,000 
pounds. Without rehearsing the details of calculation under other 
suppositions, we may present the results of other assumed cases as 
follows (Ciise I being the example we have already considered): 

SCHEDULE OF UNIT COSTS IN THE PRODUCTION 
OF COTTON CLOTH 



Possible outputs 

Averages of 

Averages of 

Marginal 


variable costs 

all costs 

costs 

Case I 

1,500,000 pounds 

S0.32 

S0.56 

S0.30 

Case 11 

3,000,000 

0.28 

0.40 

0.24 

Case in 

6,000,000 

0.24 

0.30 

0.20 

Case IV 

7,500,000 

0.242 

0.29 

0.29 

Case V 

9,000,000 

0 27 

0.31 

0.44 


It will be observed that this schedule is in harmony with prin- 
ciples which we have already developed, in that the average vari- 
able cost, as well as the average of ail costs, decreases with an 
increase in the output, but only up to a certain point, after which 
each of these averages increases. Marginal cost likewise decreases 
and then increases. The turning point, however, comes with a 
smaller output than for either average variable or average total 
costs; this is because the marginal cost is at first less than the 
average of all costs and must undergo a substantial increase before 
its inffucnce will check the decline of average total cost and start 
it upward. 

The reader will of course not fail to notice that we are dealing 
here, not with a historical sequence, but with a series of simul- 
taneous possibilities, in the sense that, beginning with a given 
moment, any of the indicated possibilities might be realized at the 
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expiration of the period necessary for production. The reader will 
likewise remember that we are dealing with a particular concern, 
not with a whole industry. 

By the same general methods previously used in constructing 
utility and demand curves, the schedule of costs can be converted 
into graphical form. Since the table includes, however, three differ- 
ent kinds of unit costs, its graphical representation is not one curve 
but three, as shown in Figure 15. The curves cc, vv, and wm, 
respectively, represent various possibilities as to the average of all 



Fig. 15 

costs, the average of variable costs, and the marginal cost, under the 
given circumstances. These curves really show more than is con- 
tained in the cost schedule above. Many intermediate cases are 
understood to be included, and ail three curves have been smoothed. 
If we were to consider changes in interest and other fixed charges. 
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definite breaks (discontinuities) would have to appear in the curves 
in Figure 15. 


EXERCISES 

1. Assume the following conditions of cost for the production of shoes in 
the X Shoe Company plant: 


Output 

Fixed 

Variable 

Totsfl 

cost 

cost 

cost 

10,000 

S100,000 

$ 31,000 

^131,000 

20,000 

100,000 

60,000 

160,000 

30,000 

100,000 

90,500 

190,500 

40,000 

100,000 

123,000 

223,000 

50,000 

100,000 

158,000 

258,000 

60,000 

100,000 

196,000 

296,000 

70,000 

100,000 

239,000 

339,000 

80,000 

100,000 

289,000 

389,000 

90,000 

100,000 

350,000 

450,000 

100,000 

100,000 

429,000 

529,000 


(a) Prepare a cost schedule showing for each output the average fixed 
cost, average variable cost, average total cost, and marginal cost of 
producing that output. 

(b) Plot on a sheet of graph paper the corresponding cost cun^es 

(c) Approximately what is the optimum size, or point of maximum 
efficiency, for this concern? 



CHAPTER X 


Supply 

Marginal revenue. When a businessman is considering the ad- 
visability o£ increasing his sales, he wants to know how this change 
will affect his total costs and his total revenue. Knowing this, he can 
judge whether the increase in sales will or will not be profitable. 
The businessman’s cost problem, as we have seen, centers about his 
marginal cost, the amount per unit by which a small increase in his 
output changes his total cost. But before he can make his decision, 
he must have similar knowledge about his revenues. That is, 
he needs to know his marginal revenue, which we define as the 
amount per unit by which, under given demand conditions, a small 
change in volume of sales changes total revenue » 

A purely mathematical concept of marginal revenue would relate 
to infinitesimal changes in sales, price, and revenue and to theoret- 
ical changes as small as one unit in output. Marginal revenue is 
then the amount added to total revenue by the sale of one addi- 
tional article. In practice, however, so small a variation can seldom 
be measured. 

As with marginal cost, if the small change in sales takes place 
through addition, the change per unit in revenue is said to be the 
marginal revenue of that quantity which includes the added units. 

Under pure competition marginal revenue is simply the market 
price. Each seller’s sales are so small a portion of total sales that 
the amount he offers for sale has no appreciable effect on the price. 
Each seller therefore considers the market price as fixed. Under 
these conditions, the total revenues of the seller are increased from 
each additional unit sold by the amount of the market price. 

If for example the price of wheat is |1.25, the farmer knows that, 
if he sells 100 bushels more, he will add 100 x $L25, or 1 125, to his 
total revenue. The marginal revenue, being by definition the 
amount added per bushel, is $1.25. In general, any addition to the 
number of units sold will add to the total revenue a sum equal to 
the price multiplied by the number of additional units. 

167 
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Cost of production and seller’s policy: Price above average cost. 
Under any given conditions of marginal revenue and marginal 
and average costs, what factors determine the quantities which any 
individual seller will offer at all possible prices? To be specific let 
us return to our example of the cotton mill and represent its 
revenue and cost situation by the curves in Figure 16. In addition 



to the cost curves considered in the preceding chapter there is in 
the figure the marginal revenue curve rr, which under pure com- 
petition is, of course, the demand curve for this mill’s product and 
is perfectly elastic. 

At the price zs (44 cents), the producer will produce and offer for 
sale Oz (9,000,000 units). This price zs (44 cents) covers not only zw^ 
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the average o£ variable costs (27 cents), but also zt^ the average of all 
costs (31 cents), and permits a clear return of 13 cents a pound. 
But even more important for our inquiry is the fact that when the 
producer is making Oz (9,000,000 units), his marginal cost, repre- 
sented also by is just equal to his marginal revenue, which is of 
course the price. Thus the price covers the additional cost incurred 
by the last increment of production from 8,950,000 to 9,000,000 
pounds. It more than covers increases in marginal costs of any 
lesser amounts as shown by the marginal costs of quantities less 
than Oz. 

If the producer were turning out less than Oz units, he could 
increase his return by expanding output. Any increase in output 
up to Oz would add less to his costs than it would to his total 
receipts. Each additional unit that he sells brings in 44 cents, the 
ruling price. Each additional unit produced until he reaches Oz 
units increases his total costs by less than 44 cents. Thus it would 
not pay him to stop short of this output. 

On the diagram the net return, or what we may loosely call the 
total profit, of the producer is represented by the shaded rectangle 
rbts. When selling quantity Oz at price zs the average profit per 
unit is represented by ts^ the difference between the price zs and the 
average cost for this quantity zt. Multiplying this average profit ts 
by the quantity sold Oz therefore results in the rectangle rbts, the 
total profit of this quantity. This rectangle also represents the 
difference between the larger rectangle Ozsr, representing total 
receipts, and the rectangle Oztb, representing total costs. 

Moreover the producer will not be able to sell more than Oz 
units without reducing his total profit. The marginal cost curve, 
mm, is above the marginal revenue curve, rr, for every output 
above 9,000,000 units. If he sells 9,050,000 units rather than 
9,000,000 units, the marginal cost curve shows that the additional 
50,000 units will increase his total costs at a rate higher than zs 
(44 cents). His total receipts, however, will increase at exactly 44 
cents a pound. On any quantity above the 9,000,000 pounds, each 
additional unit costs more to produce than its sale adds to receipts. 
It will not pay therefore to produce the extra 50,000 units when 
the price is 44 cents or for that matter any units beyond the 
9,000,000 pounds. If he does, although he may realize a profit from 
his operations as a whole, his total profit is less than it need be. 
The producer will then enjoy the maximum profit at a price zs (44 
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cents) when and only when he produces the quantity Oz (9,000,000 
units). 

By reference to the rising portion of the marginal cost curve, we 
can determine the amount the producer will sell at any other price, 
provided the price is greater than np. For any quantity greater than 
On, marginal cost is higher than average cost. The producer will 
therefore maximize his profits by increasing his output until 
marginal cost equals marginal income; i.e. the price. 



Fig. 17 


Price below average cost. But what will be the situation if the 
price is below the lowest point of the firm’s average total cost curve, 
or below average total cost for any output that might be produced? 
In Figure 16, the marginal revenue curve, is above the average 
total cost curve, cc, over a considerable range of quantities. The 
situation to which our present question refers is represented graph- 
ically in Figure 17. This figure may be thought of as an enlargement 



SHORT RUN AND LONG RUN 


171 

o£ that portion of Figure 16 which includes short segments ol the 
several curves on either side of the line np (7,500,000 pounds) where 
the average total cost curve cc is at its lowest level, but with the 
significant difference that the marginal revenue curve ru represent- 
ing market price, is below the average total cost curve cc for every 
quantity and specifically below p, the lowest point of that curve. 
There is no output for the firm at which the price is high enough 
to cover the average total cost of producing that output. 

Figure 17 illustrates the first of two possible general situations 
where price is below the minimum average total unit cost — the 
situation where price is below that minimum but at the same time 
above the average variable costs, shown in the figure by the curve 
vv. In this situation the firm is bound to lose money. But since the 
price is higher than the lowest point on the average variable cost 
curve, there are certain outputs at which the firm can at least re- 
cover its variable costs and have something left with which to meet 
its fixed costs. 

This, though still leaving the firm ‘fin the red,” is better than 
closing the factory, since then its fixed charges would still go on, 
with no income at ail to pay them. Under such conditions there- 
fore it will still be to the firm’s advantage to produce such quantity 
as will make its marginal cost equal to the price. Though a profit 
is not obtainable, though a loss must be borne, the producer at any 
rate will thus minimize his loss — for the time being. 

Finally, we shall have to consider the second general situation in 
which the price is below the lowest point o£ the firm’s variable 
cost curve, jl (23.8 cents). Then the cotton manufacturer is unable 
to recover even his variable costs. No matter what quantity he 
chooses to produce, he will be continually losing all his fixed costs 
and something more* Even so, a producer may sometimes continue 
to operate — temporarily. Anticipating better conditions in the 
future, he may choose to bear a present loss to keep his plant from 
deteriorating or to hold together his organization and an experi- 
enced labor force. Ordinarily an enterprise that is losing more than 
its fixed charges will very soon find it best to close down. 

Short run and long run. There is thus an important distinction 
to be made between the costs which a producer must cover in the 
short run and those which he must cover in the long run. This 
distinction is not dependent on a certain interval of calendar time 
but on technical conditions of the industry in question. The long 
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run means a period of time sufficiently long to permit, when the 
industry is profitable, existing firms to expand their plants or new 
firms to enter the industry with newly constructed plants, or to 
permit, when the industry is incurring losses, firms already in 
operation to close down their plants and withdraw from the in- 
dustry. 

The short run means a period sufficiently short to prevent new 
firms from entering the industry and old firms from expanding if 
the industry is profitable, and to permit the continued operation of 
existing firms even though their operations are unprofitable. Dur- 
ing the short-run period, a firm will continue production, as we 
have seen, so long as its variable costs are covered, or so long as the 
loss from operating the enterprise is less than the loss that would 
be incurred by shutting down. 

Conclusion. From this study three propositions concerning output 
and price have emerged. 

(1) So long as the firm continues in operation under pure compe- 
tition, it will seek to produce that output for which marginal cost 
is just equal to marginal revenue, which is the price. This output 
will maximize its profits when price exceeds average total cost and 
will minimize its losses when price is below average total cost. 

(2) A firm will not continue production in the long run unless it 
receives a price that is sufficient to cover average total costs. 

(3) A firm will continue operations in the short run so long as 
the price exceeds average variable costs, and it may continue to 
operate for a short time even if price falls slightly below average 
variable costs. 

These three propositions describe the way in which the firm’s 
cost schedules will determine the amount that it will produce, 
always assuming that it can sell any amount which it chooses at 
the going market price. 

Individual supply. From the marginal cost curve of any indi- 
vidual firm we can determine the quantities of its product that it 
will produce and offer for sale at all possible prices both in the 
short run and in the long run. 

As long as marginal cost decreases as the output increases, the 
firm has certain factors of production which are not being com- 
pletely utilized. By increasing the variable factors of production it 
can expand its output and thereby reduce its unit costs. Since any 
such firm seeks to produce and sell the quantity that will maximize 
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its profits or minimize its losses, it will continue to expand its out- 
put so long as each increase brings a lower marginal cost and there- 
fore a lower average cost. It follows that the firm does not attain 
stability and arrive at a normal sales policy until it reaches that 
output where its marginal costs begin to rise. 

That portion of the marginal cost curve, therefore, which slopes 
upward for outputs larger than that represented by its intersection 
with the average variable cost curve represents graphically the 
quantity which a firm will offer at each possible price. For our 
cotton mill this portion of its marginal cost curve showed how 
many pounds of cloth that mill would be willing to sell at any of 
the several possible prices. If the price should be below its average 
variable cost, the mill would soon close down, even in the short run. 
If the price is between the average variable cost and the average 
total cost, the marginal cost curve shows what quantities the firm 
would offer in the short run to minimize its losses. Finally, if the 
range of prices lies above the average total costs, the marginal cost 
curve shows the quantities which would be offered to maximize the 
firm's profits both in the short and in the long run. 

Since the marginal cost curve does, therefore, portray a schedule 
of respective quantities which an individual firm will produce and 
offer for sale at various prices, it forms the basis of that firm’s 
supply curve. An individual's supply of any good is a schedule of 
the respective quantities of that good which he is ready to offer for 
sale at all possible prices. 

Total supply. Individual supply underlies the concept of total 
supply, which is of primary importance as one of the factors de- 
termining price. When the word “supply” is used without qualifica- 
tion, it will refer to total supply. The supply of any good is a 
schedule of the respective quantities of that good which people are 
ready to offer for sale at all possible prices. This definition evidently 
corresponds precisely to the definition of demand. 

So close indeed is the analogy between demand and supply that 
only a few words at this point will suffice to set forth the formal 
character of the latter. Total supply is the sum of a number of indi- 
vidual supplies. The phrase “ready to offer for sale” implies both 
ability and willingness. Supply, like demand, relates to a particular 
place and a particular time; in strictest theory to an instant of time, 
though for most purposes the time is an appreciable period — a few 
minutes, an hour, a day, a week, etc., during which the respective 
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quantities would presumably be offered if various assumed prices 
should prevail. A supply schedule, like a demand schedule, indi- 
cates a series of simultaneous possibilities — on the other side of the 
market, however. 

Supply and stock. Much discussion of the various problems of 
price goes astray through confusing supply with the stock of goods 
on hand. For example, what is popularly known as the “visible 
supply’' of various grains in the United States is reported monthly 
by the United States Census Bureau. These are important quan- 
tities, and they have a real bearing upon supply, but they are not 
the supply of wheat or corn in any market. 

The stock of wheat of various grades in the elevators in the 
neighborhood of Chicago is not the supply of wheat on the Chicago 
Board of Trade. The supply is the schedule of the respective num- 
bers of bushels of wheat that people are not only able but willing 
to offer for sale at various prices at a particular time. No one of 
these quantities will be the same as the quantity of wheat in the 
Chicago elevators. 

In fact, while there is a relation between the quantity of goods 
on hand and the supply, this relation will often appear not to be 
very close. The quantity of wheat offered for sale at Chicago at 
some particular price may be far less than the wheat on hand in the 
elevators. Much of that wheat the holders may not be willing to sell 
at that price. On the other hand, the quantity offered might be 
more than the total stock in the elevators. The Chicago market may 
be drawing upon wheat stored in other places. 

In fact the quantity offered might conceivably be greater than 
the total stock in existence. This surprising state of affairs occurs 
now and then in speculative markets. On May 9, 1901, on the New 
York Stock Exchange, it was suddenly discovered that sellers had 
contracted to deliver more shares of the stock of the Northern 
Pacific Railway Company than could possibly be bought or bor- 
rowed by them. A disastrous crisis was the result. Of course the 
people were offering shares which they did not then possess; they 
hoped to acquire them in time to deliver. But that does not alter 
the fact that so many shares were actually offered. 

In 1917, during the First World War, there occurred a ‘^corner’’ 
in wheat on the Chicago Board of Trade. At one time the price was 
13.25 a bushel, and it was stated by a well-known authority that 
“w^e are getting into a serious situation. Everybody is long, and 
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there is not available the wheat to deliver to those who have bought 

Relation of quantity to price: Immediate sales problem. As we 
have seen, the normal relation between price and quantity offered 
by an individual seller is that the quantity varies directly with the 
price. It might appear that the combination of the several indi- 
vidual supplies would lead to a similar relationship for the whole 
market. This is indeed the result when we are directing our atten- 
tion to what we have called the ‘‘immediate sales problem.*’ 
If we are thinking only of the quantities that sellers could be 
induced to part with at once from their existing stocks, it is true, 
with very few exceptions, that the higher the price the greater will 
be the quantity offered by sellers. 

Remote sales problem: Short run. But when we turn our atten- 
tion to the remote sales problem, the matter is not quite so simple. 
Here we are interested in the quantities that will be offered for 
sale by producers taking into consideration their future costs of 
production. This problem may conveniently be divided into two 
subdivisions. 

First, how much will be supplied at a given price if production 
must come entirely from the firms already in operation? It is clear 
that under this assumption the quantity produced and offered for 
sale will vary directly with the price. Whether the individual firms 
are operating at a profit or at a loss, a higher price permits each to 
increase its output at the expense of higher marginal cost, while 
a lower price compels each to reduce his product in order to equate 
his marginal cost with the price. We thus have the normal upward- 
sloping supply curve. 

Long run. Second, what is the relation between price and the 
quantity offered for sale in the long run: i.c., when time is allowed 
for firms to enter or to leave the industry? In other words, what is 
the shape of the long-run supply curve? Here we must consider two 
sets of conditions as to costs in the industry as a whole, which we 
call respectively increasing costs and constant costs. 

Increasing costs. Let us start with a condition of equilibrium in 
which production is in the hands of certain firms who all have 
their marginal costs equated with the price. We may assume further 
that there are other firms that might enter the industry, but they 
could produce only at average unit costs that would be higher than 

1 Patten, J. A., 'Tn the Wheat Pit," Saturday Evening Post, Nov. 5* 1927, p. 177. 
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the present price. In a free economy there will always be such 
potential producers. It is because of their higher costs of production 
that, in the present state of equilibrium, they are not already in 
the market. 

Now what would be the consequence of a lower price? Evidently 
there would be even less inducement for any of the potential pro- 
ducers to enter the market. On the other hand, each of the present 
producers would reduce the amount of his production, and some of 
them — the least efficient or marginal ones — ^would go out of busi- 
ness. The amount offered for sale is thus lower than at the original 
price. 

Consider next the consequences of a higher price. Each of the 
existing producers would increase his product until his marginal 
cost was equal to the higher price. And if the price were high 
enough, some of the potential producers would enter and offer for 
sale such quantities of the product as would equate their marginal 
costs with the price. We thus have a situation with an upward- 
sloping supply curve, the number of competitors and the amount 
produced by each varying directly with the price. 

This state of increasing costs is generally brought about by scar- 
city of one or more of the factors of production which all firms 
in the industry require. This condition appears most clearly in the 
case of agricultural production, where land is the scarce factor. 
After the early stage of abundant fertile land, which has long since 
been passed in every well-settled community, a large number of 
comparatively small farms has generally proved to be the organiza- 
tion of maximum efficiency, and the farms normally have their 
plants fully utilized. Increasing the product of the existing farms 
means that more laborers must be employed per acre, more capital 
must be invested in the form of buildings, farm machinery, tools, 
drainage systems, etc., more must be spent on fertilizers, and so on. 
All this means an increased cost per unit of product. 

On the other hand, there is only a limited amount of idle land 
available, and this land is of inferior quality to that now used; 
otherwise it would be already in use. New farms, because of the 
inferiority of the lands, will from the beginning have to be operated 
at higher costs than prevail on the existing farms. Since either 
means of obtaining an increase in agricultural products thus in- 
volves increased unit cost, both will be resorted to, and the increase 
will come partly from the cultivation of additional inferior lands 
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and partly from more intensive cultivation of the lands already in 
use. 

Similarly in mining, the output may be increased only through 
resorting to inferior mines and through working existing mines 
more intensively by going to greater depths, taking out lower grade 
ores, installing more expensive machinery, and in other ways add- 
ing to the cost for capital and labor more than in proportion to the 
gain in output. Similar conditions appear in lumbering, fishing, 
and all the extractive industries by which the raw products of 
nature are obtained. All these industries are thus normally oper- 
ated, except in their remote earliest stages, under what is known 
as the law of diminishing returns?- 

Constant costs. A different supply situation is found in certain 
lines of industry in which, after a certain price has been attained, 
it is normally easy for new firms to enter the market xvith costs no 
higher, or only a shade higher, than the prevailing price. 

For an industry to find itself in this situation two essential con- 
ditions must be satisfied: (1) The firms composing the industry must 
have similar cost curves, and it must be possible for new firms, if 
they enter the industry, to produce under substantially the same 
conditions of cost. By similarity of cost we mean, more specifically, 
that the minimum points on the average cost curves of the various 
firms must be at about the same level. Usually in such an industry 
the plant of most efficient size is comparatively small. If the most 
efiiciently sized plant is very large, the industry is almost certain 
not to be operating under conditions of pure competition, and 
even if it is, it becomes diflacult and hazardous for new enterprises 
to enter the field. 

(2) There must not be heavy reliance upon a scarce factor of 
production. If there is, the entrance of new firms will raise the 
general level of costs for all producers so that it will be impossible 
to expand output except under the stimulus of rising prices. 

Under these conditions, supply will expand and contract, not 
by changes in the output of existing firms in response to price, 
but by the entry of new firms into the industry or withdrawal of 
existing firms from the industry. Each producer regards the pre- 
vailing price as fixed and will offer only the quantity which equates 
his marginal cost to the price. Since under pure competition the 

iFor a more elaborate explanation of the principle of diminishing returns, see 
Chapter XX. 
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individual firm can increase its output only at increasing costs, no 
firm already operating will increase its output unless the price 
rises. But if the price rises, new firms may enter the industry with 
approximately the same costs as the firms already in the industry. 
Thus, a small rise in price induces a large expansion of outputj 
through the establishment of new firms. 

Conversely, a small decrease in price will lead to a large con- 
traction in output. Since firms already in the industry are assumed 
to have similar cost curves, competition will have driven the price 
down to the point where it just covers the minimum average cost 
for each of these firms. It will require therefore only a slight drop in 
price to render the operations of many of the firms unprofitable 
and thus, in the long run, to drive them out of the industry entirely. 
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Fig. 18 


In this, as in the preceding case, we assume that new firms will 
be attracted into any purely competitive industry as soon as an 
opportunity for profit appears there. Whenever the cost of all 
existing producers and of any new ones that may enter the industry 
are approximately the same, the price cannot fall appreciably with- 
out heavily reducing the output of the industry; nor can it rise 
appreciably without stimulating a great expansion of output. Each 
enterprise will have an upward-sloping individual supply curve, but 
the output of the industry as a whole can be enlarged without in- 
crease in the general level of costs. In place of a normal ascending 
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supply curve we have a horizontal supply curve (illustrated by the 
line ss in Figure 18). 

It may at first thought seem paradoxical that, since the total 
supply is the sum of the several individual supplies, and each 
individual firm has an upward-sloping supply curve, we can derive 
a horizontal total supply curve. The paradox is resolved by recall- 
ing that, for each individual firm, only one point on its marginal 
cost curve is relevant for the derivation of a long-run supply curve. 
This point p (see Figure 19) is the minimum point of the average 
cost curve for a plant of the most efficient size. The height of this 



Fig. 19 

point above the x axis determines the level of the horizontal supply 
curve ss for the industry. Other points on the firms’ marginal cost 
curves are of only short-run significance. For if the price were to 
rise temporarily above O 5 , new firms would, in time, enter the 
market and supply as much output as was needed to drive the price 
down to Os again; and conversely if the price fell below Os^ firms 
already in the industry would suffer losses, and a sufficient number 
of these firms would eventually be forced to discontinue operations 
to reduce supply and to bring price back again to Os. 

A horizontal supply curve represents for the long run a condition 
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o£ pei-fect elasticity of supply. The constant cost industries are 
characterized by complete elasticity of supply in the long run, since, 
when in equilibrium, a slight increase in prospective prices would 
result in a large increase of ]>roduct and a slight decrease in price 
would reduce, drastically the quantities -offered. 

The law of supply. From the foregoing analysis the following 
generalization, which we may call the lazu of supply^ is derived. In 
a given market at a given time, the quantity of any good zohich 
people are ready to offer for sale varies directly with the price. It 
should be noted, however, that at the limit of absolute elasticity 
of long-run supply a substantial change in price may cause the 
quantity either to drop to zei'o or to increase without limit. 

Long run and short run ^gain. Of course the practical interests 
of businessmen and of the ccjnsumers generally are more concerned 
with long-run supply condijiions than with the sellers’ short-run 
problems. And the discussioii in this chapter has applied primarily 
to the long run. If, for example, we are studying the variations in 
the output of cotton cloth thsit occur within a single year in response 
to variations in price, it is obviously not realistic to assume that 
large numbers of new firms Will within that period be attracted into 
the industry by an increasing price, or that existing firms wdll be 
driven out of production byl a decline in price. For short-run con- 
siderations we may generally consider the number of enterprises 
as fixed, giving us a total supply curve based on the individual 
supply curves of all existing firms. It is only if we are concerned 
with long-run tendencies that we may legitimately assume that high 
profits will attract new jai'oducers and that very low profits will 
drive existing firms out of business. 

Though this point is fairly clear in its application to ail sorts of 
production, its significance becomes especially pronounced when 
we are considering industrial rather than agricultural enterprise. 
Most manufacturing production is carried on with highly durable 
equipment, the purchase of which has given rise, as we have seen, 
to fixed costs. Price might fall to a level well below the minimum 
average costs of many of the producers in the industry without, in 
the short run, causing them to cease production. Thus a decline 
in price will lead to a much smaller reduction of output in the 
short run than in the long run, just as a rise in price will not have 
its full effect for a considerable period of time. In our discussion 
of increasing costs and constant costs, we have found that the shape 
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of the total supply curve will depend, among other things, upon 
the ease with which new firms can enter the field. Clearly, therefore, 
these supply curves refer to the long run rather than the short run. 

Elasticity of supply: General statement. There is elasticity of 
supply of different goods, analogous to the elasticity of demand. 
Here also, by elasticity we mean the degree of responsiveness of 
quantity to price. 

If a small change in price brings a more than proportional 
change in the quantity offered for sale, the response is strong, and 
we say the supply is relatively elastic. A 1 per cent increase in 
price, for example, would bring an increase of more than 1 per 
cent in the quantity offered. 

If, on the other hand, a small change in price would bring less 
than a proportional change in the quantity offered, the response is 
slight, and we say the supply is relatively inelastic. A 1 per cent 
increase in price, for example, would bring an increase of less than 
1 per cent in the quantity offered. 

The dividing line between these two conditions is where a small 
change in price would bring a proportionate change in the quantity 
offered. A 1 per cent increase in price, for example, would be 
accompanied by a 1 per cent increase in the quantity offered. This 
condition is commonly called unit elasticity. By relatively elastic 
supply we mean that the elasticity is greater than 1; relatively 
inelastic supply means elasticity less than 1. 

Influences affecting elasticity. Elasticity of supply depends chiefly 
on the relative ease with which factors of production or business 
enterprises can be transferred into or out of the particular line of 
production in question. When this is relatively easy, the product of 
the industry is subject to elastic supply. 

The chief characteristics of such an industry may be stated nega- 
tively as: (1) no heavy reliance on a scarce factor of production, 
such as a large area or a particular location of land, or a highly 
specialized type of skilled labor, or very costly specialized ma- 
chinery; and (2) no requirement of a very large capital investment 
or a large and elaborate business organization. We might cite the 
custom tailors, the house painters, the brick manufacturers, as ob- 
vious examples. 

When the foregoing conditions are met, it is easy for enterprises 
to move into and out of the line in question. A small increase in the 
price of the product will meet a quick response in the form of 
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large increase in the quantity offered for sale. A small decline in 
price will, by the same taken, cause a relatively large decline in the 
quantity offered. The product is one of elastic supply. 

Inelastic supply is found when the before-named conditions are 
reversed, and it is, in consequence, not a simple matter for new firms 
to enter the industry or for those already engaged to withdraw and 
go into other lines. Agriculture and mining are limited by the land 
requirement; steel-making, by the requirement of large capital in- 
vestment and elaborate organization; railroading, by both land and 
fixed capital requirements; and there are certain lines of produc- 
tion in which highly skilled specialized labor is the scarce factor. 
Under these conditions, a considerable change in price may fail to 
cause such a shift in the industry as to produce a proportional 
change in the quantity of the product offered for sale. The supply 
is therefore inelastic. 

The limits of elasticity. The absolute limit of elastic supply is 
reached when sellers are ready to offer any quantity at a given 
price, but nothing at all, or only a very much smaller quantity, at 
any lower price. In other words, the price is the same, irrespective 
of the quantity. The graphical representation of this situation is a 
straight horizontal supply curve. This condition is characteristic 
of industries operating at constant cost, as we have just seen. 

The absolute limit of inelasticity of supply is reached when 
changes in the price have no effect whatever upon the quantity 
offered for sale. Such supply is represented graphically by a vertical 
straight line. The simplest illustration is the ordinary auction, in 
which a definite quantity of some commodity is put up for sale. 
Exactly this quantity will be sold, whatever the price. It is scarcely 
conceivable that this extreme could be reached in connection with 
pure competition of many sellers. Since all are subject to rising 
marginal costs, increase in price would be sure to bring forth in- 
creased product from some, if not all, producers. 

Decreasing-cost industries. There are certain industries so con- 
ditioned that, as the output increases through the addition of new 
firms, the average costs of the several firms will decline. The follow- 
ing are probably the most important factors which may contribute 
to this result. 

First, each firm may be enabled to concentrate on a narrower 
range of products or processes, which can then be conducted on a 
larger scale and at a lower cost. As the British cotton industry in 
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Lancashire expanded in the nineteenth and early twentieth cen- 
turies, this process was observable. More and more enterprises en- 
tered the field. The degree of specialization among them became 
greater and greater; some firms would restrict themselves solely to 
the spinning of yarn, others to weaving; and in a still later stage 
an individual firm would restrict its weaving to certain grades and 
qualities of cloth. As this process continued, each firm was concen- 
trating more and more on a single specialty and was thus able 
to produce this particular specialty more and more cheaply. The 
economy occurred, it is true, not so much through the addition of 
new firms as because the improved organization of the industry 
permitted reductions in cost to accompany growth in output. 

Second, the industry may afford a larger market to machinery 
manufacturers, raw material producers, and other subsidiary in- 
dustries, which will lower the cost of purchased materials and 
services. Finally, the growth of the industry may make possible the 
development of a more highly skilled and efficient labor force. 

Under these conditions an increase in the output of the industry 
would go along with a decline in price. We must not assume from 
this that the industry, contrary to the law of supply, has a down- 
ward-sloping supply curve for its products. Actually there is no 
such thing as a downward-sloping supply curve. Barring such 
exceptional cases as the products brought in by improvident sav- 
ages, who quit work as soon as they have received a certain amount 
for their products, how could a lower price possibly induce sellers 
to offer larger quantities, or a higher price call forth smaller quan- 
tities? 

In the decreasing-cost industries, a lower price does not cause 
larger output. The causal relation goes, on the contrary, from 
quantity produced to price. It is correctly described by saying that 
if (perhaps through an initial increase in price) output is expanded 
and costs thereby lowered, the industry can be in equilibrium, after 
the expansion has occurred, with a lower price than before, But at 
any given time the industry will conform to the normal law of 
supply. 

Effect of invention. The condition of decreasing cost which we 
have just examined is to be distinguished from decreases due to 
technical inventions and mechanical improvements. Technical 
change is mainly responsible for the fact that the cost of most 
manufactured products declines fairly steadily over the course of 
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time. A chart showing cost changes in an industry over a period of 
time will usually (allowance having been made for changes in the 
value of money) show a marked downward slope. At any one point 
of time, however, the supply curve of such an industry will be either 
horizontal or rising. The supply curve is constructed on the assump- 
tion that production methods are fixed; it will shift downward 
with any improvement in techniques. 

This may be illustrated by a graph, as in Figure 20, bearing 
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in mind that the several ss curves represent the supply curves of this 
industry at successive dates and that the curve cc portrays a his- 
torical sequence, rather than a set of simultaneous possibilities at 
a given time, as in the conventional supply curve. 

EXERCISES 

1. Assume the following conditions of cost for the production of automo- 
bile heaters in the Acme Products plant; 
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Output 

10,000 

20,000 

30.000 

40.000 

50.000 

60.000 

70.000 

80.000 
90,000 

100,000 


Fixed 

cost 

$ 150,000 

150,000 

150,000 

150,000 

150,000 

150,000 

150,000 

150,000 

150,000 

150,000 


Variable 

cost 

$ 75,000 

145.000 

216.000 

288.500 

363.500 

442.500 

527.500 

619.000 

719.000 

832.000 


Total 

cost 

$ 225,000 

295.000 

366.000 

438.500 

513.500 

592.500 

677.500 

769.000 

869.000 

982.000 


Average 

variable 

cost 

$ 7.50 

7.25 

7.20 

7.21 
7.27 
7.38 
7.54 
7.74 
7.99 
8.32 


Average 

total 

cost 

$ 22.50 

14.75 

12.20 

10.96 

10.27 

9.88 

9.68 

9.61 

9.66 

9.82 


Marginal 

cost 

$ 7.50 

7,00 
7,10 
7,25 

7.50 
7,'90 

8.50 
9.15 

10,00 

11.30 


(a) Plot on a sheet of graph paper the curves of average variable cost, 
average total cost, and marginal cost. 

(b) Approximately what is the optimum size, or point of maximum 
efficiency, for this concern? 

(c) Assume that the product is sold under conditions of pure competi- 
tion. If the best market price obtainable for the output were $7.10 
per unit, would you expect the concern to produce any heaters? 
If so, how many? Explain. 

(d) If the best market price obtainable for the output were $8.50 per 
unit, would you expect the concern to produce any heaters? If so, 
how many? What would be the loss per unit, and the total loss, sus- 
tained? What would be the loss if the plant closed entirely? 

(e) If a price of $10 per unit could be obtained for the output, how 
many heaters would be produced? What would be the profit per 
unit, and the total profit, under such conditions? Draw the rec- 
tangles which correspond to total cost, total receipts, and total profit 
in this case. 

(f) Account for the rise in average total costs for outputs above 80,000, 

(g) Indicate on the graph the firm’s supply curve for automobile 
heaters. 

2. (a) The fixed costs of the Acme Products plant are estimated above to 
be $150,000. What in general would have been the effect on the 
answers to Exercise 1 if the fixed costs had been (1) $100,000? (2) 
$ 200 , 000 ? 

(b) If on the other hand, variable costs were estimated to be higher 
by 50 cents per unit throughout, what would be the effect on the 
answers in Exercise 1? 



CHAPTER XI 


Seller’s Policy Under Imperfect Competition 

We must now go back to the fork in the road at which we had 
arrived at the beginning of Chapter VII, and setting our feet on 
the second of the alternative routes, proceed to investigate more 
fully the nature of imperfect competition and the special forces 
that determine price under conditions of imperfect competition. 

The conditions of pure competition: Resume. We have already 
defined pure competition as that type which prevails when the 
individual seller is unable by his own action appreciably to in- 
fluence the market price. The conditions that give rise to this type 
of competition have been summarized as follows: (1) the article 
dealt in is a standardized product; all units offered by the different 
competitors are, in the minds of the buyers, exactly alike, so that 
a lower price is the only reason for any buyer preferring to deal 
with any particular seller; (2) the number of sellers is very large; 
(3) the quantity that can be offered for sale by any seller is a very 
small part of the total quantity offered, so that no change in the 
amount he offers can have an appreciable effect on the price; (4) all 
the sellers and buyers are well informed and keen and acting with 
complete independence of each other. 

. It will be recalled that under pure competition the individual 
producer is faced with a horizontal demand curve for his product: 
he can sell as much as he wishes at the price prevailing in the 
market. He has no problem of setting a price on his goods or find- 
ing buyers for them. His problem is simply to decide how much it 
will pay him to produce and sell at the price prevailing in the 
market. Over the price itself he has no control. 

The conditions of imperfect competition: Ignorance, inertia, 
and agreement. Imperfect competition exists whenever one or more 
of the conditions of pure competition is lacking. Let us start with 
the last-named of these conditions; Le-, all sellers and buyers are 
well informed and keen and acting independently. It will be recog- 
nized that there are many markets in which there is not that com- 

186 
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plete knowledge and keenness in buying that furnishes one of the 
requirements of pure competition. The market may not be well 
organized, making it difficult for the buyers and sellers to come to- 
gether and compare each other’s wares and prices. 

Competition in the retail business is often imperfect to a pro- 
nounced degree, because it is so much trouble for buyers to get 
around and find out exactly what each store is charging for each 
and every article. Furthermore it is often difficult for buyers to 
determine how the quality of goods offered by one store compares 
with the quality in other stores. 

Competition in the wholesale business and in the great spec- 
ulative markets conforms much more nearly to the analytical idea 
of pure competition, chiefly because the buyers are better informed 
and more energetic to seize any advantage. 

Competition is imperfect whenever sellers and buyers are not 
acting with complete independence. In actual practice, there may 
be ail degrees of independence. At one extreme, buyers and sellers 
are acting independently in every respect. In other cases they may 
be acting independently in some matters but not in others. 

The sellers may, for example, agree upon prices, while maintain- 
ing complete independence as to advertising and other sales-pro- 
motion activities. Or they may compete as to prices, but agree to 
divide the territory or to limit sales to quotas, etc. As the area of 
agreement expands, we approach the extreme of complete combina- 
tion, at which there is agreement on everything. 

Complete competition and complete combination are thus the 
two poles. At the one extreme, we have pure competition — pro- 
vided the other requirements are also met. At the other extreme, 
there is a condition of monopoly. 

Between these extremes there may be all degrees of partial com- 
petition and partial combination. Like many other such practical 
situations, it may be difficult in some of the middle cases to decide 
whether competition or combination is the word that applies. 

Individuality of products. The requirements of pure competition 
may be lacking also because the products of competing sellers are 
not precisely alike. It is typical of the field of industry, as opposed 
to that of agriculture, that the products of particular producers 
have considerable individuality. The individual producer is not 
selling grade A wheat or even a standard quality of cement; on 
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the contrary, he is selling a particular kind of machinery or a 
particular brand of beer or a particular make of automobile. 

Wherever this is true, individual consumers will have preferences 
for one make or another. Each producer will have a number of 
regular and loyal customers who can be depended upon to buy his 
product even if its price is somewhat higher than others of similar 
quality. If the price of one make falls a very little below that of 
others, all buyers will not desert the other makes in a body and 
concentrate on the one with the slightly lower price. 

In the automobile industry, for example, there are many pecu- 
liarities in detail among the three close competitors: Ford, Chev- 
rolet, and Plymouth. It is obvious that the demand for Ford cars 
will depend very directly upon the price that is being charged for 
Chevrolets and Plymouths. But it is unthinkable that a moderate 
price cut by Chevrolet and Plymouth would completely deprive 
the Ford Company of its customers. In this respect the position of 
the automobile manufacturer offers a sharp contrast to that of the 
wheat farmer. 

Even though the products of different manufacturers may be 
virtually identical, the sellers frequently succeed in creating the 
impression of differentiation in the minds of the buyers, especially 
in the retail markets. Each sugar manufacturer puts up his product 
in a different package and claims for it distinctive advantages. 
Canned goods have various labels and various contents. Meats, 
clothes, gasoline, and very many other everyday products in modern 
America are offered by each competing producer in a form which 
he tries to individualize so that it will be known as his own. Brands, 
forms of packaging, distinctive coloring, slogans, ail sorts of adver- 
tising are some of the devices used to gain this effect and so to 
attract a particular following among the buying public. 

The basis for buyers’ preference may lie also, not in characteristics 
of the product itself, but in services provided by the seller with the 
product. The box of corn flakes of a particular brand sold at a 
grocery which provides credit and delivery services is not the same 
thing as the same maker’s box sold at a cash-and-carry store. Even 
among cash-and-carry stores, Mrs. Brown may prefer one above 
others because it is conveniently located, or because the store 
manager is obliging, or for a dozen other reasons. If this attachment 
is sufficiently strong, she will buy at the preferred store even though 
the same good might be had more cheaply elsewhere. 
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Consciously or otherwise, each individual store develops for 
better or worse an individuality in its offerings, even though it 
sells the same brands as another store across the street or around 
the corner or in the next block. What people pay for in a store is 
not just merchandise but also the service that goes with it, the 
general atmosphere of the place, and the convenience of its par- 
ticular location. 

These are some of the things which tend to make competition not 
pure. A store which raises its prices above those of its competitors 
will lose some of its customers, and as prices are raised higher and 
higher, more and more customers will shift their patronage. Con- 
versely, price cuts will attract some, but not all, of the customers 
from other stores. Different stores will frequently be found charging 
different prices for the same good, and this is quite consistent with 
each store securing some patronage. 

Small number of sellers. Where there are few sellers of a good, 
imperfect competition will exist, even though the product is com- 
pletely standardized. Examples are to be found in such industries 
as steel, cement, chemicals, and other basic industrial materials. 
In such industries as these, a single producer may sell up to 10 or 
15 per cent of the total sales in a given market. Of course this is 
not the same thing as 10 or 15 per cent of the total sales in the 
country. 

A structural steel bar meeting certain engineering specifications 
is the same product whether it comes from Republic Steel, United 
States Steel, or any other company; and the expert buyers of steel 
bars are fully aware of this fact. All producers must, therefore, 
charge the same price, just as they would have to do under pure 
competition. 

In other respects, however, the market for steel products differs 
markedly from a purely competitive market. Each firm sells to a 
relatively stable clientele. It cannot, as it could under pure competi- 
tion, sell an unlimited amount of goods at the prevailing price. 
Nor can it sell an unlimited amount by reducing its price slightly 
below the price charged by other producers. Such a reduction 
would be discovered very quickly by other sellers, who would 
immediately cut their prices also. Each firm would then be in about 
the same relative position as before, though all would have larger 
sales because of the general reduction in price. 

If, instead of cutting the price, a firm undertakes to increase its 
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sales by means o£ an intensive campaign of advertising and sales 
promotion, the effect will be similar. Competitors will take notice 
and redouble their own sales efforts. Total sales may be increased 
for ail, but profits may be reduced because of increased costs. 

It is of the very nature of such an industry that no one producer 
can expand his output very greatly without being willing to sell at 
lower prices, or to incur much heavier selling costs, or both. The 
individual producer is too large a part of the particular market in 
which he sells to leave it unaffected by the quantity of which he 
disposes. 

Large offering of one seller. Failure to meet the requirement 
that each seller's offering must be a very small part of the total 
quantity offered has been sufficiently noted as part of the foregoing 
discussion of number of sellers. 

Imperfect competition defined. When competition between 
sellers fails to meet one or more of the conditions of pure com- 
petition, it is customary to say that competition is imperfect. We 
note in all three forms of imperfect competition one common 
feature; i.e., the individual seller now has some power over the 
price of his product. Whether because his customers are ignorant 
or careless or lazy, or because his product has distinctive features 
marking it off from that of his competitors, or because, as one of 
a few sellers, his product represents a considerable portion of the 
total offered for sale, the seller has some discretion in the setting 
of his own price, and he has some power of retaliation against 
prices set by his competitors. This is the basis of the definition: 
Imperfect compeiition is competition between sellers under such 
conditions that the individual seller is able by his own actions to 
exert some influence upon the market price. 

This definition adapts itself readily to graphical illustration, as 
in Figure 21. Let us suppose we have an automobile manufacturer 
who comes directly into competition with only three or four other 
makes of car. The average price of these other cars is indicated in 
Figure 21 by the distance pa. The number of automobiles he puts 
on the market is determined, not by price alone, but also by his 
interpretation of the conditions of demand. He does not have to 
charge the same price as rival manufacturers. Fie can charge a 
higher price such as or a lower price, such as At either 

price buyers can be found, as shown by the demand curve dd. 

On the other hand, the presence of these other cars on the market 
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puts a distinct limit on the height to which this particular manu- 
facturer can successfully raise his price. Because of their presence 
the demand for his particular car is extremely elastic. If he raises 
the price to Od in Figure 21, he will have no sales. Nevertheless the 
fact remains that up to this level he can charge any price he wants^ 
in accordance with his own judgment of demand, competitive con- 
ditions, and costs of production. 



We need to be on guard against inferring that imperfect compe- 
tition, in contrast with pure competition, necessarily means a lesser 
degree of competition, or less active or keen competition, or a 
certain failure or breakdown of competition. Imperfect competition 
may be just as complete, active, and vigorous as pure competition. 
Indeed, there is nowhere more keen and even bitter competi- 
tion than when on occasion a few powerful rivals are fighting it out 
In comparison the pure competition of the wheat farmers seems 
mild enough. The terms “pure’' and “imperfect signify, not de- 
grees of competition, but different kinds or conditions of competi- 
tion. 

Oligopoly. Where the circumstance that makes competition im- 
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perfect is the smallness of the number of the sellers, the economists 
sometimes like to use the term oligopoly. This rather forbidding 
word means, in accordance with its Greek derivation, few sellers. 
Oligopoly is a special case of imperfect competition^ characterized 
by fewness of sellers. The cement market furnishes a good example. 
The product, cement, is very highly standardized; the ordinary 
grade conforms so perfectly to rigid government specifications that 
there is no reason why buyers should have a preference for the 
cement of any particular manufacturer. Moreover both sellers and 
buyers in the cement market are remarkably well informed as re- 
gards prices and other sales conditions and are keen in the pursuit 
of their several interests. In these two respects then we have con- 
ditions conforming to pure competition. It is only the small number 
of manufacturers that gives to each seller the power to influence the 
price of the product. 

A classification of market situations. The following classification 
may possibly be helpful. 

I. Pure competition. Standardized product. Many sellers. No 
agreement 

IL Imperfect competition 

A. Many sellers 

1. Standardized product. Agreement 

2. Differentiated product 

a) No agreement 

b) Agreement 

B. Few sellers (oligopoly) 

1 . Standardized product 

a) No agreement 

b) Agreement 

2. Differentiated product 

a) No agreement 

b) Agreement 

III. Monopoly. One seller or complete combination of sellers 

The seller’s problem under imperfect competition. When com- 
petition is imperfect, the seller has a price problem. He has a 
certain freedom, but it relates to the seller’s side of the market 
only. The demand for his product is determined by others. Since 
he usually sells in a free market, he may fix either the price at 
which he will sell or the quantity. In case he takes the first course> 
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demand will determine the maximum quantity he can sell. In the 
other case, demand will determine the maximum price he can 
charge. In any case, his problem is that of discovering the most 
profitable price or quantity to set in view of the shape of the de- 
mand curve for his individual product and of his various cost 
schedules, such as we studied in Chapter IX. 

Suppose the demand for the product of the firm is as represented 
by the curve dd in Figure 22. cc is the representation of the sched- 



ule of average total costs. If this producer charges a very high price, 
such as pa„ his sales will be only Oa. If he hopes to sell the very 
large amount Oa', he must be prepared to accept the very low 
price p'a\ 

In the first case, his total costs are represented by the rectangle 
with its base on the horizontal axis and its upper right-hand corner 
at point b on the average cost curve, for the area of this rectangle 
is equal to Oa (total quantity) times ba (average cost). Under the 
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same circumstances, his gross receipts are represented by the rec- 
tangle with upper right-hand corner at point this area being 
equal to Oa (total quantity) times pa (price). His net profits then 
are represented by the comparatively small shaded rectangle with 
corners at p and b, for this area is equal to the difference between 
the gross receipts rectangle and the total cost rectangle. 

Sizing up the areas of rectangles with upper right-hand corners 
at and p^ respectively, we see that selling the quantity Oa' at 
price p'a' would likewise result in comparatively small profit, as 
represented by the narrow shaded area with right-hand corners 
at p' and b\ 

But now let us consider an intermediate price such as PA, Here 
the profit rectangle is much greater than in either of the other two 
cases. If the profit of the firm is to be made a maximum, the prob- 
lem, translated into graphical terms, is to select a price so that 
the area of the profit rectangle, EPBFj will be as great as possible. 
In numerical terms, this means finding a price such as $1.00 in the 
following schedule: 


Price 

Sales 

Gross receipts 

Total cost 

Net profit 

$1.20 

6,000 

$ 7,200 

$ 3,000 

$4,200 

1.10 

8,000 

8,800 

4,000 

4,800 

1.00 

10,000 

10,000 

5,000 

5,000 

0.90 

12,000 

10,800 

6,000 

4,800 

0.80 

14,000 

11,200 

7,000 

4,200 

0.70 

16,000 

11,200 

8,000 

3,200 

0.60 

18,000 

10,800 

9,000 

1,800 

0.50 

20,000 

10,000 

10,000 

0 


The question now arises: Is there not some general rule or prin- 
ciple which will describe the attainment of maximum profit? It 
must be recognized that the producer needs to know the demand 
for his product. Sometimes his knowledge is very vague — a matter 
of guesswork. But assuming that he has some idea of the demand 
for his product, or that he can find out through experiment, how 
can we describe the most profitable price adjustment that he can 
make? An answer is found in a very simple relationship between 
marginal revenue and marginal cost. 

Marginal revenue under imperfect competition. We have pre- 
viously become acquainted with the concepts of marginal cost and 
marginal revenue, and we have seen how together they determine 
the policy of the businessman who is selling his product under 
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conditions of pure competition. The role of marginal cost is the 
same, whatever the type of competition; but the part played by 
marginal revenue becomes a bit more complicated when we enter 
a market of imperfect competition. 

This is because the seller in imperfect competition cannot in- 
crease his sales without lowering his price. Suppose 90,000 pairs of 
a certain make of shoes can be sold at a price of $4.50, but to sell 
100,000 pairs the price has to be reduced to $4.25. The total reve- 
nue or gross receipts from the sale^ of these respective amounts are 
as follows: 


90,000 pairs @ $4.50 $405,000 

100,000 pairs @ 4.25 425,000 

Difference in revenue $20,000 

Rate of difference in revenue: 

$ 20,000 10,000 = $ 2.00 

Under pure competition, as we know, the seller can sell any 
amount at the market price. When sales are increased, total revenue 
is increased by an amount which is the product of the number of 
additional units sold and the price. In the case of a producer selling 
in an imperfectly competitive market, however, an increase in sales 
has to be accompanied by a reduction in price. Thus the change 
in total revenue is made up of two component parts: it will foe 
increased by the revenue from the sale of the additional units; but 
it will be decreased as a result of the reduction in price of the 
number of units which was previously being sold. 

1 Marginal revenue and marginal cost: In general. Whenever a 
producer discovers that his marginal revenue is greater than his 
marginal cost, it is clear that he will gain by an increase in produc- 
tion, because such an increase will add more to his revenue than 
to his cost. As a result of this adjustment, marginal revenue itself 
will decline and marginal cost may rise, so that a further adjust- 
ment will presumably add less to his profits and may eventually 
even reduce them. But small adjustments which involve a cut in 
price and consequent increase in sales will always be profitable so 
long as marginal revenue exceeds marginal cost. 

When marginal revenue is equal to marginal cost, so that any 
further increase in production would increase cost as much as it 
would increase receipts, additional sales will no longer bring the 
producer any benefit. 
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By the same reasoning, if marginal revenue is less than marginal 
cost, an increase in production would be unprofitable, since it 
would increase costs more than revenues. Now the only profitable 
course is to reduce production. In this situation it is to the pro- 
ducer's interest to raise his price (if he sells in a market where 
price is set by the seller) or directly to limit production. 

For the sake of a simple numerical illustration, let us assume 
that marginal revenue is based upon changes of 2,000 units in 
sales and that marginal cost will increase gradually with increased 
product, as in the schedule below. 


Price 

Sales 

Gross 

receipts 

Marginal 

revenue 

Marginal 

cost 

S1.20 

6,000 

1 7,200 

— 

— 

1.10 

8,000 

8,800 

$o.so 

$0.50 

1.00 

10,000 

10,000 

0.60 

0.51 

0.90 

12,000 

10,800 

0.40 

0.52 

0.80 

14,000 

11,200 

0.20 

0.53 

0.70 

16,000 

11,200 

0.00 

0.54 

0.60 

18,000 

10,800 

->-0.20 

0.55 

0.50 

20,000 

10,000 

-0.40 

0.56 


Suppose the producer considers selling 6,000 units at a price of 
$1.20. It pays him to increase the amount to 8,000 units, even 
though the price has to be reduced to $1.10. His gi'oss receipts with 
this reduction in price increase $1,600, at the rate of 80 cents 
for each additional unit. This more than covers the marginal cost 
of 50 cents. For similar reasons it pays him to increase production 
from 8,000 to 10,000 units. In this instance marginal revenue is 60 
cents as compared with marginal cost of 51 cents. 

It does not pay him, however, to reduce the price to 90 cents 
and sell 12,000 units. Here marginal revenue is only 40 cents, 
while marginal cost is 52 cents. If price were reduced to this figure, 
the final units sold would be adding 12 cents less to revenue than 
to cost. To be sure, the producer might still be making a profit, 
but not so much as he could make. 

On the other hand, selling 10,000 units at a price of $1.00, he has 
a marginal revenue somewhat greater than marginal cost. If he were 
disposed to alter his sales by smaller jumps, he would probably 
find the ideal output around 11,000 units. With finer calculations 
of marginal items, he would be able to find an exact equality 
between marginal revenue and marginal cost at somewhere near 
this number. 
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Thus we reach the conclusion that the producer attains his best 
position when his price policy is such that marginal revenue and 
marginal cost are equal. This is true, whether the producer is 
actually making profits or incurring losses. 

Maximum profit. It is obviously only when price is above aver- 
age cost that profits are possible. Let us consider this situation, 
with the aid of Figure 23. Here cc is the average cost curve for a 



Fig. 23 


product sold in an imperfect market; dd is the demand curve; rr 
is the representation of a schedule of marginal revenues. The possi- 
bility of profit is shown by the fact that the demand curve is above 
the average cost curve throughout a considerable part of its length. 

The marginal revenue schedule is derived from the demand 
schedule. The curves dd and rr thus correspond; both relate to the 
same conditions of demand. The firm’s marginal cost curve is mm. 
It intersects the curve rr at point 

1 If the marginal revenue curve intersects the descending branch of the mar* 
ginal cost curve instead of its ascending branch as in Figuie 23, the intersection 
still indicates the most profitable volume of operations. The only proviso is that 
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The perpendicular distance AK represents the marginal revenue 
derived from the sale of the quantity OA^ and also the marginal 
cost of this same quantity OA, Here marginal revenue and mar- 
ginal cost are equal. 

It pays the firm to expand its operations up to this point. The 
additional revenue from any small final increase in production 
covers the additional cost. It does not pay the producer, however, 
to pi^oduce and sell more than OA^ for, as shown by the two curves, 
additional cost in this case will not be covered by additional 
revenue. 

With the conditions of demand as represented by the curve dd, 
it is clear that the quantity OA can be sold at the price PA, deter- 
mined by extending the perpendicular AK up to the demand curve 
at P. PA is the price the producer will charge, and the price at 
which his profits, shown by the shaded rectangle EFBP, will be at 
the maximum. 

Minimum loss. In the example just studied, although the firm 
had to produce the output OA in order to maximize its profits* 
there was still the possibility of earning some profit at a consider- 
able range of other outputs; Le., at any output for which price 
exceeded average cost. But not all firms are in this favorable posi- 
tion. In order to round out our analysis of the behavior of pro- 
ducers under imperfect competition, we must consider those firms, 
which are unable at any output to make a profit, because price will 
always be below average cost. 

This condition is illustrated by a demand curve, as dd in Figure 
24 , which throughout its whole length lies below the average cost 
curve, cc. This implies that the firm might lose more money for 
some outputs than for others, but that it could not under any 
circumstances cover its costs. 

A moment’s consideration will make it clear that, although the 
firm in this situation has no possibility of maximizing profits, its- 
losses may be minimized by equating marginal cost and marginal 
revenue. If the firm reduces its output below the point at which 
mai^ginal revenue and marginal cost are equal, then it will reduce 
its revenues by more than its total costs; consequently its losses 
tvill be increased. If it expands output into the region where mar- 

the marginal revenue curve must be higher than the marginal cost curve to the* 
left of their intersection. Otherwise the intersection would indicate the least 
profitable volume of operations, not the most profitable. 
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ginal cost exceeds marginal revenue, then more will be added to 
costs than to receipts, and again losses will be increased. We may 
safely conclude then that, so long as the firm remains in business, 
it will tend to produce the output at which marginal cost is equal 
to marginal revenue, so as to minimize its losses. 



Number of Units Sold 


Fig. 24 

As to the rest, the situation is similar to that under pure com- 
petition. A firm operating under imperfect competition may remain 
in business for a considerable period of time, operating at a loss, 
if variable costs are covered; that is to say, if it is earning some- 
thing, however small, toward meeting its fixed costs. But it cannot 
thus continue indefinitely. 

Conclusions. We may now sum up the results of our investiga- 
tion of the relationship between cost and the price and output 
policies of a firm in three propositions, which are analogous to 
those which emerged from our study of pure competition: (1) So 
long as a firm continues in operation under imperfect competition, 
it will tend to produce that output at which marginal cost is Just 
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equal to marginal revenue, thus either maximizing its profits or 
minimizing its losses, as the case may be; (2) The firm will not 
continue production in the long run unless it receives a price that 
is sufficient to cover average total costs; (3) It may continue opera- 
tions in the short run so long as price exceeds average variable costs. 

The seller’s liberty under imperfect competition: Pure and im- 
perfect competition compared. Although the seller’s problems are 
more complicated when he sells under conditions of imperfect 
competition, another characteristic of such a situation is the com- 
parative degree of liberty enjoyed by individual competitors. 

This statement may at first appear somewhat paradoxical, be- 
cause it is the competition between sellers under these very condi- 
tions that is usually thought of as being the most vigorous. Farmers 
never advertise or send salesmen into one another’s territory. The 
economic misfortunes which befall them are usually thought of as 
attributable in some impersonal way to the market. 

But when two or three manufacturers sell their products in a 
market where there are no other sellers, the competition among 
them takes a very different form. If producer A increases his sales 
at the expense of producer B, it is clear to everyone what is the 
source of producer B’s difficulties. Because the number of pro- 
ducers is usually much smaller than under pure competition, the 
competition among them takes on a more personal form and is 
likely to be more bitterly resented. 

Nevertheless in such a market the individual seller has a free- 
dom which does not exist under pure competition. Unlike the 
wheat farmer, he may raise his price, perhaps substantially, without 
losing all of his sales. On the other hand, he cannot expand his 
sales indefinitely without lowering his price or else spending more 
money on advertising, salesmen’s commissions, etc. As compared 
with the seller in pure competition, he is in a position where he 
has greater freedom to raise his price and where the penalties of 
raising it are less. It is, however, much harder for him to expand 
his sales, and the cost of so doing is certain to be greater. 

Limitations upon the seller’s liberty. This liberty of raising price, 
however, may be so restricted as to be almost negligible, or not 
worth using. Apparently a businessman may have few rivals in his 
particular field; actually and indirectly, he may have many. Thus 
in a particular town there may be only very few stores selling a 
given kind of product, and competition may appear to be solely 
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a rivalry among themselves. All of these stores however may be 
competing, not only with each other, but also with mail-order 
houses and with larger stores in a near-by city. 

True it is that not every shopper has time or inclination to 
price the article he wants in every shop before he buys it, but 
some people do go to much trouble in this direction. It is true 
that every alert businessman tries to individualize his product and 
his particular type of service. He may thus succeed in establishing 
more or less permanent business relations with some of his cus- 
tomers. But at the same time a good deal of his trade may be 
with casual buyers who care no more for him than for any of his 
rivals. To them one particular brand of merchandise is about the 
same as several others, and several possible places of purchase 
may be equally convenient. In spite of the fact that he could raise 
prices and still do business, the man with established customers 
often finds it advisable to keep prices down to a freely competitive 
level in order not to lose the business of alert and independent 
people who can be easily attracted elsewhere by lower prices. 

Liberty and discretion in big business. In the matter of price 
it may appear that the larger business enterprises have a greater 
degree of liberty than is enjoyed by small businesses. Nevertheless 
there is need for discretion, even in the management of an outright 
monopoly. There is the restraining influence of possible and actual 
substitutes, a risk which each large concern shares with its rivals, 
there is the danger of additional competition, the danger of stifling 
future demand by too high a price in the immediate present, and 
the possibility of ail sorts of popular and political outcries. In 
addition, the large concern which is not a monopoly is held in 
check by its competitors. It may still have left a considerable degree 
of liberty in its price policy, but this liberty has to be used with 
caution. 

It is noteworthy that, in those industries where competitors ap- 
parently have the greatest individual freedom, prices are sometimes 
subject to the most conservative adjustments. A big concern, though 
bound to no particular price by external conditions, is often forced, 
by the very complexity of its own internal organization, to adhere 
to a relatively stable price policy. Price changes involve various 
notifications to the public, the instruction of numerous employees, 
and all the red tape characteristic of a big organization. They also 
complicate the bookkeeping. 
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It is no wonder then that the management of any big concern, 
engaged in multitudes of little transactions with the general public, 
prefers to make as few price changes as possible. Imagine the con- 
fusion which would result if Ford or General Motors changed 
Detroit f.o.b. prices every day, or if retail prices in a big depart- 
ment store were subject to hourly fluctuations. The relative stabil- 
ity of prices in industries where competition is concentrated in 
few hands is, ipso facto, not a demonstration of secret agreements 
or of arbitrary monopoly power, but rather an inevitable result 
of the complexity of such enterprises and the need for conservative 
managerial discretion. 

Quality and price in competition. The unsettling results of too 
many changes in prices have a strong tendency to lead large con- 
cerns to base their competitive appeal on quality, salesmanship, 
and advertising, rather than price change. Instead of selling the 
same car for less money, automobile manufacturers offer more car 
for the same money. 

Businessmen frequently prefer this sort of competition. It calls 
for alertness and ceaseless activity and the expenditure of large 
sums of money in advertising and technical research, but the 
efforts which each competitor thus puts forth in his own behalf do 
not provoke the same quick and mutually injurious retaliation as 
would outright price cutting. For example, if a tire manufacturer 
has some degree of success in a selling campaign in which he 
stresses a particular process of treating rubber, he may be sure 
that his competitors will shortly come forth with something of the 
same sort, but there the thing will stop until some other new idea 
crops up in the industry. On the other hand, if a price war is 
begun, no one can tell where it will stop, or how injurious it may 
be to all competitors concerned. 

It should be remembered that none of this appeal to quality can 
usurp the fundamental role of price. Raising the quality is, in 
the final analysis, equivalent to lowering the price. If the quality of 
a certain make of shoe is so improved that the shoe, though still 
sold at the former price, will wear twice as long, then one pair 
will suffice in place of two of the former quality. This is obviously 
the equivalent of halving the price of a unit of satisfaction. 

All competition necessarily involves both price and quality. If 
the product is standardized and all incidental services are identical, 
then price is the only means of appeal. If, on the other hand, com- 
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petitors make their appeal through differentiation in quality, then 
we simply have one of the conditions making competition imper- 
fect. But the price of the product is no less important. And the 
buyer of the superior article is getting the equivalent of a lower 
price for the unit of satisfaction. 

The seller needs the facts of demand. Surely no further demon- 
stration is needed of the vital interest of the ordinary businessman 
in the demand of consumers for the product he makes or sells. 
Owing to the wide prevalence of imperfect competition, knowledge 
of the nature of the demand for his goods is a prime qualification 
of management. The businessman is aware that, other things being 
equal, the higher his prices, the greater the income and the profits 
of his business; but his knowledge of the law of demand tells him 
that other things are not equal, that a high price may defeat its 
end by reducing sales, while the true road to profit may be large 
sales stimulated by low prices. 

The businessman would like to know the precise form of the 
demand curve of his product. What will be the response of the 
buying public to his price policy? Are people already using about 
as much as they want, or is there possibility of bringing in a crowd 
of new users by the announcement of lower prices? Is any large 
part of his present custom likely to drop his product if the price 
is raised, or may he count upon a condition of inelastic demand? 

It is of even more importance to the businessman to know the 
absolute demand for his products; within any given range of prices 
are people ready to take large or small quantities? The fate of his 
business may very well turn upon his knowledge or ignorance of 
the amount of his goods which buyers would take at various prices. 
And it should be noted that the entrepreneur wants knowledge of 
the state of demand, not only as it is at the present moment, but 
as it will be in the future, both immediate and more remote. 

Ascertaining the facts. The task of discovering the actual facts 
of demand is anything but easy; it is in truth pei'haps the most 
difficult part of the technique of modern business. In spite of the 
difficulty, however, the importance of the knowledge is such that 
vigorous efforts are made to obtain facts throwing light on the 
conditions of demand. 

Demand is a resultant of two factors, desire and the purchasing 
power to make desire effective. The attempts of businessmen to 
measure and foretell demand revolve about the analysis and 
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interpretation o£ business statistics which bear upon these two 
factors. 

To find out the desires of consumers, the businessman avails him- 
self of the statistics of consumption of various products, showing 
both amounts consumed at particular times and trends. For exam- 
ple, the per capita consumption of beef declined from 67.8 pounds 
in 1900 to 58.0 pounds in 1927, while the consumption of pork 
was increasing from 64.7 pounds to 68.5 pounds per capita. 

Ability to buy is indicated by regularly published statistics of 
incomes, showing the sums paid in any year for salaries, wages, pen- 
sions, dividends, interest, rents, royalties, etc., and the correspond- 
ing indexes showing trends. 

A longer range indication of future demand is provided by 
study of the flow of goods from producers to consumers. The flow 
from manufacturers, farmers, etc., to the wholesale and retail 
markets is indicated by statistics of car loadings, exports and 
imports, and wholesale trade. The flow of goods from these markets 
to the consumers is shown by such measures as department store 
sales, life insurance, and advertising. Going still further back 
toward the sources of income, the businessman studies the records 
of production, such as the statistics of crop production, receipts of 
goods at export ports, building construction, etc. 

These data are supplemented by indexes of general banking and 
credit conditions, stock exchange transactions, postal receipts, elec- 
tric power production, business failures, velocity of bank deposits, 
new incorporations. All these facts contribute to the picture of 
general economic conditions and so help businessmen to form 
their estimates of the future demand for their products. 

After a business executive has estimated the future demand for 
a particular product, he has still to estimate how much of this 
demand his company will be able to capture. The Goodyear Tire 
and Rubber Company is interested in knowing whether total tire 
sales for the coming year will be forty million or fifty million. 
It is also interested in knowing whether Goodyear will be able to 
make 20 or 25 or 30 per cent of those sales. A careful analysis of 
actual sales of Goodyear tires and of rival brands will indicate 
past trends in “consumer preference,” but projection of these trends 
into the future is very difficult. While a company's percentage of 
sales is still rising, it may nevertheless be suffering a loss of con- 
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sumer preference which will be reflected in the sales figures six 
months hence. 

In an effort to detect shifts in consumer preference as nearly as 
possible, many companies conduct regular preference surveys, either 
on their own account, or through a market research organization. 
Many different techniques are used in these surveys. A common 
method is to telephone a representative sample of consumers in 
the area being studied and ask them a single question, such as: 
“What do you think is the best tire made, regardless of price?”; 
or, “If you were going to buy a tire tomorrow, what brand would 
you buy?” Not all of those who say they prefer a particular brand 
will actually buy it when the time arrives. But if the sample is 
properly selected, the question properly phrased, and the survey 
repeated at frequent intervals, the company is able to form some 
opinion of whether its market position is improving or deteri- 
orating. 

Sales promotion. The modern businessman is aware that demand 
may be subject to outside influence, and when such is the case with 
respect to his own product, he does not hesitate to do his utmost 
to modify demand in his own interest. To this end the businessman 
employs a sales force, large or small as the case may be, to whom 
he pays salaries and commissions; retailers are given special “mar- 
gins” as inducement to “push” a particular maker's product; exclu- 
sive agencies are set up; and finally there is the whole field of 
advertising. When a survey indicates that consumer preference for 
a company’s brand is declining — its demand curve is falling — 
the company need not conclude that production should be cur- 
tailed, or even that the product should be altered. It is more likely 
to conclude that increased selling efforts are required to arrest or 
reverse the decline of the demand curve. 

We should of course not overlook the giving of information to 
consumers, which is one of the important functions of advertising. 
Advertising thus frequently makes a real contribution to the process 
of producing and placing in the consumers’ hands the goods that 
satisfy human wants. 

Whether sales promotion efforts such as these are worth attempt- 
ing or not depends, in the first instance, upon the kind of com- 
petition in the particular market. When a product is sold under 
conditions of pure competition, it will never pay individual pro- 
ducers to employ advertising and other devices to influence con- 
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sumer taste. It would obviously be ridiculous for a Montana wheat 
farmer to advertise in a national magazine and urge consumers to 
“use more wheat and eat more bread.’' The absurdity arises from 
the fact that he as an individual is supplying so tiny a fraction 
of the quantity of wheat consumed in the United States that, even 
if his advertising increased the sale of wheat a hundred thousand 
bushels per annum, the effect on his individual sales would be 
negligible. But when a producer is one of a small number of sellers 
in the market or is the seller of an individualized product, he may 
find it well worth his while to advertise. 

This is one of the salient features of imperfect competition. We 
have noted before the impersonal character of most markets char- 
acterized by pure competition; this absence of advertising under 
conditions of pure competition is one aspect of that impersonality. 
We have noted also that the seller who faces imperfect competition,, 
unlike the seller in a perfectly competitive market, has a price 
problem. We now see that his situation is further complicated by 
a sales problem. He will have to decide not only what is the most 
profitable price to set, in view of the fact that a lower price will 
expand his sales and a higher price will check them, but also how 
much money he is going to spend in pushing the sales of his product. 

The statement that, in a market characterized by pure competi- 
tion, advertising does not pay refers of course to the individual 
seller. It does not follow that, even in case of pure competition, 
it may not be profitable for many sellers to engage in a joint adver- 
tising campaign. Thus the producers of wheat might conceivably, 
through a national organization, seek by advertising to increase 
the demand for wheat, and so its price, to the benefit of each 
producer. There is a great deal of national advertising conducted 
by associations of producers w^hich it would not pay any one pro- 
ducer to undertake. In some of these cases, the product is standard- 
ized enough and the number of sellers sufficiently great that there 
is approach at least to a condition of pure competition. 

In the second place, it is clear that selling expenditures cannot be 
increased indefinitely. The seller under imperfect competition is 
thus faced with an additional problem from which the producer 
under pure competition is free. He must determine what level of 
selling expenditures will enable the firm to earn maximum profits. 
Any cost-and-demand diagram, such as Figure 23 (page 197), 
assumes a certain level of selling costs. 
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An increase in selling costs will raise both the average cost curve 
cc and presumably the demand curve dd. After a time, however, 
the effect on the demand curve will begin to diminish, and a 
point will eventually be reached at which additional selling efforts 
will have no effect at all; f.e., dd will have reached its maximum 
position. The company should clearly stop considerably short of 
this point. But precisely what level of selling expenditures will 
maximize the company's profits? 

The rule which guides the seller is very similar to the rule of 
equalizing marginal cost and marginal revenue, which we discov- 
ered in analyzing the proper level of output from a plant. Expan- 
sion of selling efforts will be profitable so long as the increase in 
net revenue — t.e., the increase in sales receipts less any increase in 
production costs — exceeds the increase in selling costs. When these 
two quantities become equal, the optimum level of selling costs has 
been reached. 

To put the matter in different words, the firm is confronted, not 
with the single cost-and-demand situation shown in Figure 23, but 
with a large number of possible Figure 23's — each corresponding 
to a different level of selling expenditures. From this array of 
diagrams, the firm needs to select the one for which the profit rec- 
tangle EFBP is largest. It is of course assumed that, for each level 
of selling costs, that rate of output is selected which equalizes 
marginal cost and marginal revenue and which therefore maximizes 
EFBP. The objective of the company is to secure the largest of 
these possible maximums. 

It is much easier to state this principle than to apply it to an 
actual business situation. It is usually impossible to predict at all 
accurately how demand will respond to an increase in selling efforts. 
Even after the increase has occurred, it may be very difficult to 
distinguish the effect of the increase on sales from the effects of 
other changes in market conditions. Moreover, an increase in sell- 
ing efforts by one firm may stimulate counter measures by rival 
firms, which further complicates the situation. 

Advertising. Advertising has become an enterprise of stupen- 
dous proportions. The following is a partial estimate of the amount 
of money expended on three of the principal kinds of advertising in 
the United States in the first eleven months of the year 1939.^ 

1 U. S. Bureau of Foreign and Domestic Commerce, Survey of Current Busi- 
ness , Washington, January, 1940, p. 23. 
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Newspapers (52 cities only) $1,125,446,000 

Magazines 138,698,000 

Radio 74,988,000 

Total $1,339,132,000 

This is obviously far from a complete account. It does not include 
such important types as direct advertising, streetcar advertising, 
billboard advertising, business papers, etc.; only 52 cities are in- 
cluded in the newspaper advertising; and finally the record does 
not cover the complete year. 

Although few businesses are today able to function without re- 
sort to advertising, the volume of advertising naturally varies 
greatly among different lines of industry. '*The advertising of 
automobiles; toilet articles and medicinal preparations; food, gro- 
ceries, and beverages; and cigars, cigarettes, and tobacco constituted 
60.5 per cent of the total national advertising in newspapers in 
these cities (49 cities of the United States) in 1927.'' ^ 

EXERCISES 

1. Assume the following conditions of cost for the production of automo- 
bile heaters in the Acme Products plant: 


Output 

Fixed 

Variable 

Total 

Average 

variable 

Average 

total 

Marginal 

cost 

cost 

cost 

cost 

cost 

cost 

10,000 

$150,000 

$ 75,000 

$225,000 

$7.50 

$22.50 

$ 7,50 

20,000 

150,000 

145,000 

295,000 

7.25 

14.75 

7.00 

30,000 

150,000 

216,000 

366,000 

7.20 

12.20 

7.10 

40,000 

150,000 

288,500 

438,500 

7.21 

10.96 

7.25 

50,000 

150,000 

363,500 

513,500 

7.27 

10.27 

7.50 

60,000 

150,000 

442,500 

592,500 

7.38 

9.88 

7.90 

70,000 

150,000 

527,500 

677,500 

7.54 

9.68 

8.50 

80,000 

150,000 

619,000 

769,000 

7.74 

9.61 

9.15 

90,000 

150,000 

719,000 

869,000 

7.99 

9.66 

10.00 

100,000 

150,000 

832,000 

982,000 

8.32 

9.82 

11.30 


The student will note that these are the same conditions as were as- 
sumed as the basis of Exercise 1 at the close of Chapter X. 

(a) Plot on a sheet of graph paper the curves of average variable cost, 
average total cost, and marginal cost. 

(b) Approximately what is the optimum size, or point of maximum ef- 
ficiency, for this concern? 

2. Assume that the product of this concern is not homogeneous with that 

1 Copeland, M. T., in Committee on Recent Economic Changes of the Presi- 
dent’s Conference on Unemployment: Recent Economic Changes in the United 
States. New York: McGraw-Hill Book Company, 1929, p. 415. 
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o£ its competitors, but is distinguished through branding or special fea- 
tures of construction. The table below represents the demand schedule 
for Acme heaters, sold under conditions of imperfect competition: 


Prices 

Quantities 

$15.00 

10,000 

14.00 

20,000 

13.00 

30,000 

12.00 

40,000 

11.00 

50,000 

10.00 

60,000 

9.00 

70,000 

8.00 

80,000 

7.00 

90,000 

6.00 

100,000 


(a) For each price and amount of sales in the demand schedule, com- 
pute the total receipts that would be obtained from selling that 
amount at the corresponding price. 

(b) By reference to the figures of total cost in Exercise 1, compute the 
net profit or loss at each possible price and output. 

(c) At what price and output are the profits of the concern maximized? 

3. (a) From the demand schedule in Exercise 2, compute the figures for 

marginal revenue. 

(b) Plot on a sheet of graph paper the demand curve, and the marginal 
revenue curve. 

(c) From the cost schedule in Exercise 1, plot again on the graph pre- 
pared for (b) the curves of average total cost and marginal cost 
(four curves on the same graph). 

(d) What is the best output for the concern to produce? Reading from 
the chart, at what price can this output be sold? What is the aver- 
age total cost of producing this output? 

(e) What is the profit per unit and the total profit under these condi- 
tions? Draw the rectangle which corresponds to total profit. 

(/) Describe the degree of elasticity of demand for the Acme heater. 

4. Assume now a different demand schedule for Acme heaters, as indicated 


below: 


Prices 

Quantities 

$10.00 

40,000 

9.50 

50,000 

9.00 

60,000 

8.50 

70,000 

8.00 

80,000 

7.50 

90,000 

7.00 

100,000 


(a) For each price and amount of sales in the demand schedule, com- 
pute the total receipts, and the marginal revenue, that would be 
obtained. 
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(b) Plot on a sheet of graph paper the demand curve, and the marginal 
revenue curve, 

(c) From the cost schedule in Exercise 1, plot again on the graph pre- 
pared for (b) the curves of average total cost and marginal cost 
(four curves on the same graph). 

(d) What is the best output for the concern to produce? Reading from 
the chart, at what price can this output be sold? What is the aver- 
age total cost of producing this output? 

(e) What is the loss per unit, and the total loss, under these condi- 
tions? Draw the rectangle which corresponds to total loss. What 
would be the loss if the plant closed entirely? 

(/) Discuss the elasticity of demand for Acme heaters as disclosed by 
the demand schedule. 

5. The manufacturer of y\cme heaters might decide to ‘‘increase his sales’" 
of heaters by offering a special inducement to the wholesalers and job- 
bers in the form of “quantity discounts."" As an alternative plan, he 
might undertake an advertising campaign at, say, a cost of 1 100,000. 
Upon which section of his costs, fixed or variable, w^ould these expendi- 
tures impinge? Suppose that he anticipates that either of these plans 
would shift his demand curve to the right by about 10 per cent. How 
would his most profitable output differ from that indicated in Exer- 
cise 4? 
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Price Under Imperfect Competition. Monopoly 

Pure and imperfect competition. We are now ready to study 
the way prices are determined in an imperfectly competitive mar- 
ket In Chapter xi imperfect competition was defined and com- 
pared with pure competition. We learned that, in contrast with 
pure competition, imperfect competition does not permit the seller 
to increase his sales without either a reduction of price or an 
intensive and costly sales promotion program. The demand curve 
for his product is not horizontal, as in the case of one who sells 
under pure competition, but is downward sloping. This situation 
of a sloping demand curve, more or less shiftable by sales activities, 
is the characteristic feature of imperfect competition. 

Principal bases of imperfect competition. Imperfect competition 
usually arises from differentiation of the product, fewness of sellers, 
or a combination of the two. This last condition is quite common. 
For example, automobiles, tires, gasoline, refrigerators, soap, cig- 
arettes, and many other consumer goods are produced by compara- 
tively few manufacturers, each of whom attempts to stimulate 
buyers' preference for his own brand. 

The consequences of imperfect competition are most readily 
analyzed, however, by considering markets in which only one source 
of imperfect competition is present; i.e., either few sellers or a 
differentiated product, but not both. It will be convenient to con- 
sider first the case of a product or service of which many sellers 
offer differentiated versions. The operation of such a market is 
similar in many ways to that of a purely competitive market; it 
will therefore provide a convenient stepping-stone to the more 
complex relationships among a limited number of sellers. 

Many sellers and differentiated product; What do we mean by 
“many”? The term “many sellers” needs more explicit definition 
than we have yet given it. How many sellers? Without knowing 
the circumstances of the market in question, it is not possible to 
say whether ten sellers constitute “many” or whether the number 
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should be fifty or two hundred. The test is not numbers as such, 
but a certain type of behavior on the part of the sellers. 

We say that there are many sellers when the number of sellers 
is so large and the amount that could be offered for sale by each 
individual seller is so small that a price change by one seller will 
not appreciably affect the demand curve for the output of any 
other seller. This being so, a price change by one seller will not 
lead other sellers in the market to change their prices. 

Conversely there are “few” sellers in a market when a price 
change by any one of them will affect other firms' demand curves 
sufficiently so that they may change their prices as well, In this case 
a price change by any firm may set off a general price change 
throughout the market. 

Effect of buyers’ preferences. Where there are many sellers, each 
seller can go his own way on prices without considering the reac- 
tion of other sellers to his decisions. He is free to set his price and 
output at the point which will maximize his own profit. Just as 
under pure competition, maximum profit is attained at that rate 
of output which equalizes marginal revenue and marginal cost. 
The only difference is that, because of the existence of buyers’ pref- 
erences, the firm’s demand curve and marginal revenue curve slope 
downward from left to right. 

The elasticity of the demand for the firm’s product indicates the 
strength of buyer preference for its product. If a baker’s customers 
were strongly convinced of the superiority of his bread and very 
reluctant to buy elsewhere, even at much lower prices, the demand 
for his bread would be quite inelastic. If their preference for his 
product were slight and easily offset by lower prices elsewhere, his 
demand would be very elastic. Going to the extreme of elasticity, 
if customers were indifferent to everything save price, the demand 
curve would be horizontal, and the seller would be operating under 
pure competition. 

Aggregate demand for the commodity being given, the position 
of the firm’s demand curve is determined by the number of other 
sellers in the market and the prices wdiich they charge. A firm’s 
demand curve will shift downward if new sellers enter the market 
or if established sellers cut their prices; it will move upward from 
the opposite causes. 

Short-run problem. The short-run equilibrium of the firm may 
be illustrated by referring back to Figure 2B on page 197, which is 
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here reproduced as Figure 25. The most profitable output for this 
firm is clearly OA, and the price at which this output can be sold 
is AF. The firm is able to earn net profits equal to the area EFBP. 
It might, of course, be making net losses if the demand curve lay 
entirely below the average cost curve. 



Long-run problem. Even if the firm is able to make substantial 
profits in the short run, these profits will not necessarily continue. 
Unless the industry of which it is a part is organized to prevent the 
entrance of new competitors, or unless the profits that the firm is 
earning are expected to be temporary, new competitors will be 
attracted to the same line of business by the high level of profits. 
As new competitors enter the field, moreover, some of them may 
offer closer substitutes for the product of our firm than have 
hitherto been available. 

It is probable, therefore, that the demand curve dd may shift 
downward and will at the same time become more elastic. This 
process may continue until the demand curve has fallen to the 
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position shown in Figure 26. By producing the output OA and 
selling it for AFj, the firm can just cover its average costs. Any 
other output would involve a net loss. 

I 1 



Fig. 26 

By the time the firm we are studying has reached this position, 
the profits earned by firms producing substitutes will also have 
been forced down to the same level. There will therefore be no 
incentive for new firms to put still other substitutes on the market. 
In this particular sector an equilibrium will have been reached, 
exactly similar to the equilibrium achieved in an industry under 
pure competition when the entrance of new competitors has driven 
the market price down to the point where it just covers the average 
costs of the various firms in the industry. 

The conclusion just reached may be stated more precisely as 
follows: If there are many sellers in a market, if all sellers have 
identical cost and demand curves, and if new firms are free to enter 
at will, the market cannot be in full equilibrium until each firm 
is in the situation shown when it is just able to cover its cost 
(as in Figure 26). The price AF is the long-run equilibrium price 
in the market, and it will be uniform for all sellers. 

In any actual industry, some firms have lower cogt curves than 
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Others, some have particularly favorable demand curves, and some 
are better protected than others against the encroachment of sub- 
stitute products. Under these conditions, a full equilibrium, in 
which all sellers are just covering their costs and in which firms 
have ceased to enter or leave the industry, will not be found. 

The nearest thing to it which might be found in actuality is a 
situation in which firms of average efficiency are just covering 
costs, with some firms in the industry making net profits and others 
net losses, and in which the departure of unprofitable firms from 
the industry is counterbalanced by the entrance of new firms hoping 
to secure some of the profits of the successful enterprises. 

Equilibrium in practice is likely to involve considerable turnover, 
rather than complete absence of motion. In industries such as the 
retail grocery trade or the manufacture of clothing, this turnover 
is very large. In years of normal business about 20 per cent of the 
manufacturers of women’s dresses who were in operation at the 
beginning of the year are out of operation at the end of the year. 
The rate of failure among retail grocers is almost as high, and it is 
substantial, though lower, in other branches of retail trade. 

This turnover is not due primarily to the conditions of imperfect 
competition, since it exists also in purely competitive industries. 
It results mainly from the fact that entrants are poorly informed 
about cost and demand conditions and also tend to overestimate 
their own managerial ability. 

This discussion has shown that imperfect competition based 
solely on product differentiation does not provide any assurance of 
abnormally large profits. On the contrary, where there are many 
producers and where new producers are able to enter the industry 
and provide close substitutes for the products of existing fii'ms, 
profits cannot, in the long run, be any larger than they would have 
been under pure competition. 

Imperfect competition with few sellers. We turn now to examine 
price determination in a market where there are few sellers. For 
the sake of simplicity, let us assume also that the product of these 
sellers is completely standardized. To introduce product differentia- 
tion would complicate the discussion without changing it materially. 

The meaning of “few.” The term “few,” it will be recalled, is not 
defined on a numerical basis. The criterion is rather a type of com- 
petitive relation among the sellers. We say that there are few sellers 
if each firm’s jsales are noticeably affected by changes in the price 
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or sales efforts of other firms, if each firm therefore has reason to 
expect that any change in its own price or sales policies will pro- 
voke reactions from other firms, and if each firm tries to estimate 
and take account of such reactions before making price decisions. 

We may put the matter another way: Where there are many 
sellers, competition is atomistic and anonymous, and each firm’s 
price and sales policies are an adaptation to impersonal market 
forces. Where there are few sellers, competition is conscious and 
deliberate, and each firm’s market strategy is an adaptation to the 
present and prospective strategies of other firms. 

Why are sellers so few? It is clear that fewness of sellers is a 
common situation in actual commodity markets, and the reasons 
are not difficult to find. In many cases the optimum scale of plant 
is so large, relative to the aggregate demand for the product, that 
there is room for only a few plants in the industry. 

This may mean either that the plants are large in an absolute 
sense, or that the market is so restricted that only a few firms can 
afford to specialize on the product. There are few basic steel pro- 
ducers because of the very large plant required; there are few 
producers of wire nails or door hinges because of the smallness of 
the market. Again while the total number of chemical firms is 
very large, there are usually jfew producers of a particular chemical 
product. 

Geographical dispersion of buyers and sellers is an important 
factor restricting the number of sellers in a particular market. If 
there are only three gravel pits near a town, and if the cost of 
trucking gravel from elsewhere is prohibitive, then it is of no 
importance that there are several thousand sellers of sand and 
gravel in the United States as a whole. 

These factors are probably more important than the deliberate 
restrictions on the number of sellers which are often stressed in 
discussions of ‘‘the monopoly problem.” Combination of competing 
firms for purposes of price control or financial manipulation, exclu- 
sion of new firms by patent privileges or monopolizing of raw 
materials, and similar restrictive devices have doubtless played a 
considerable part in shaping* the present organization of industry 
in the United States. But the most ideal institutional arrangements 
for maintaining a free market could not remove those reasons for 
fewness of sellers which rest on the facts of technology and 
geography. 
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Short-run problem: The demand curve. Fewness of sellers com- 
plicates the problem of constructing a demand curve for the 
product of the individual firm. Where there are many sellers, the 
demand curve can be drawn on the customary assumption that 
the prices of all other sellers are given. The demand curve then 
shows the effect on the firm’s sales of a change in its price, no 
change having occurred in the prices of other sellers. 

Where sellers are few, such a demand curve, while it might still 
be drawn, would have little significance. For, by the very definition 
of “fewness,” a price change by one seller will provoke reactions by 
others, and we cannot assume that other prices will remain the 
same. A price cut by one seller will most commonly cause all other 
sellers to cut prices by the same amount. It is possible, on the 
other hand, that other sellers may cut by a greater or smaller 
amount, or that some sellers may cut prices and others not. 

In any event, the demand curve for the product of an individual 
firm must be so constructed as to take account of the reactions of 
all other firms in the market; i,e,, it must show the amount which 
the firm will be able to sell at a particular price after all other 
firms have adjusted their prices and sales policies to this price. 
In the commonest case, where a price change by one seller results 
in equal price changes by all others, each firm’s demand curve 
will have the same elasticity as the aggregate demand curve for the 
product. It will naturally lie farther to the left, however, its dis- 
tance from the vertical axis depending on the firm’s share of the 
total mar-ket at a particular time. 

Limits of price and output. Suppose that dd in Figure 27 (page 
218) is a demand curve, constructed on this basis, for a firm in a 
market of few sellers. The curves rr, cc, and mm have the same 
significance as in previous diagrams. The curve w has been added 
to indicate average variable costs per unit of output. These may be 
taken for present purposes as equivalent to out-of-pocket costs. In 
practice, out-of-pocket costs would be slightly greater than this, 
since some types of overhead cost must be paid currently. Suppose 
further that Figure 27 represents the situation of each of the other 
firms in the industry. 

In the short run, the price charged by each firm will lie some- 
where between OE and OE 2 , and its output will He between OA 
and 0^2- No firm will willingly set its price above OE, since this 
price and output equalize marginal cost and marginal revenue, 
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and therefore yield maximum profit. On the other hand, the price 
cannot fall below OE^ for any length of time; since this price just 
equals marginal cost, there can be no reason for further price 
reductions. 



Fig. 27 

The seller’s interest against price cutting. It is clearly to the 
interest of each firm in the industry that the price be set as close to 
OE as possible. If prices are cut below this point, profits will be 
reduced and may eventually be turned into losses. Once price cut* 
ting sets in, moreover, one can never be sure how far it will go. 
Even if the price happens to be set initially above OE, therefore, 
it may be considered safer to leave it somewhat too high than to 
start a process of price reduction whose end cannot be foreseen. 

The feeling that price reductions are dangerous is frequently 
held by businessmen. Terms such as “uncooperative'’ and *‘un- 
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ethical’' indicate the distrust with which the price cutter is re- 
garded. This does not mean that any reduction of prices is opposed 
under all circumstances. The thing which is condemned is an 
independent decision by one seller to make a price change unsanc- 
tioned by, and unprofitable to, the group as a whole. It is the 
nonconformist, the man who insists on going his own way regard- 
less of the effect on the industry, who incurs the displeasure of 
his business colleagues. 

Safeguards against price cutting: “Price leadership.” The effort 
to protect group interests against the effects of unbridled indi- 
vidualism has led to the development of such devices as price 
leadership j under which all sellers in a market look to one of their 
number to initiate price changes and customarily change their 
prices at the same time and by the same amount. The price leader 
may be a true leader in the sense of making an independent ap- 
praisal of demand conditions and an independent decision on the 
proper level of prices. More frequently, however, the leader acts 
only after canvassing the judgment of other members of the indus- 
try, and his action represents a consensus of opinion, rather than 
an independent decision imposed on other firms. 

Agreements by sellers. The price may also be held at the desired 
level — OEy in this instance — through a definite agreement by all 
sellers in the market to observe a uniform schedule of prices and 
to consult with each other before changing this schedule. These 
agreements vary greatly in formality and complexity; they may be 
administered through a trade association, a firm of management 
engineers or accountants, an ad hoc committee, or a mere informal 
consultation. 

The formation of price agreements is limited in the United 
States by the Sherman Act and other antitrust legislation, which, 
broadly speaking, render such agreements unlawful if they affect 
interstate commerce. Price agreements are rather common in local 
trade and service industries, where such legal restraints are gen- 
erally absent. 

Economic obstacles to price control by sellers. More effective 
than the legal prohibitions, however, are certain economic obsta- 
cles to the regulation of prices by groups of sellers. A brief con- 
sideration of some of these obstacles will reveal why it is often 
difficult to establish a price agreement and to maintain it intact 
over a period of changing economic conditions. 
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Unused capacity. A very important factor is the unused plant 
capacity which, except in periods of peak prosperity, is to be found 
rather generally throughout industry. If a plant is only partially 
used, it will pay to produce more from it if the extra product can 
be sold at any price greater than marginal cost. 

Consider, for example, the situation of the producer in Figure 
27 (page 218). Fie has succeeded in establishing the price OE and is 
producing an output OA. He can increase his profits if, without 
disturbing the price OE on his regular sales, he can somehow dis- 
pose of additional output at anything above its marginal cost, as 
shown by AM, He cannot announce publicly that he is willing to 
do this, for his competitors would then cut prices also and he would 
slide down the demand curv(i dd to a less profitable position. But 
he may be able to give a special discount to one or more large 
buyers, or sell under a different brand name to a chain store at a 
lower price, or make some otiier sort of concealed price concession. 

The danger of this policy is that even the most carefully con- 
cealed price reductions will in time become known to his competi- 
tors and will lead to retaliatory price -cuts which may undermine 
the whole price structure of i:he industry. The temptation of addi- 
tional orders, however, is fre<:][uently sufficient to offset this danger 
in the seller’s mind. This is particularly true in the manufacture of 
consumer goods, where chain and department store organizations 
are willing to place very large orders in return for price concessions 
and can frequently play oJO: one manufacturer against another. 
These large distributors have played an important role in prevent- 
ing price cooperation among manufacturers and in holding prices 
to a lower level than they might otherwise have reached. 

Marginal producers. Another factor working in the same direc- 
tion is the presence in many industries of marginal producers, 
whose average total cost cui'ves lie entirely above their demand 
curves and who are therefore unable to avoid losses. They can 
still reduce their losses, however, if they can secure additional busi- 
ness at anything above its marginal cost to them. Some of these 
firms, in the desperate hope of avoiding, or at least postponing, 
bankruptcy, will seek additional business at low prices, regardless 
of the adverse effect on the price structure of the industry as a 
whole. It is these frantic efforts at self-preservation, particularly 
common in depression periods, which are most commonly indicated 
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by such terms as ‘'chiseling,” “undercutting,” “cutthroat competi- 
tion,” and so on. 

Conflicting interests of sellers. Another source, of difficulty in 
securing price cooperation among sellers is the existence of dif- 
ferences of economic interest among the rival firms, based on dif- 
ferences in their cost and demand situation. 

Such differences exist, for example, between high-cost and low- 
cost firms in an industry. The low-cost firms may, in order to pre- 
serve harmony, accept a level of prices high enough to keep the 
high-cost firms in operation. On the other hand, they may consider 
it to their interest to force prices down and take business away 
from the high-cost firms. They may prefer to “cut and expand” 
rather than to “live and let live.” If even one important firm in an 
industry takes this position, it can force prices down to the level 
it wishes. 

Again, firms may differ in their estimates of the elasticity of the 
aggregate demand curve for the industry. A firm which believes 
that this demand curve is very elastic may cut prices over the oppo- 
sition of other firms because it believes that it is acting in the true 
interests of the industry as a whole. 

Apart from these actual differences of interest, some firms appear 
to value independence of action for its own sake. This sort of 
policy, usually resulting from the dominance of a single strong 
personality — a Henry Ford or a Harvey Firestone — is probably 
declining in large-scale industry, but it may still be quite important 
among smaller one-man enterprises. 

Conclusion. We return, then, to the conclusion set forth at the 
beginning of our discussion of the limits of price and output: The 
firm’s price will ordinarily lie, in the short run, somewhere between 
OE and OE^ (see Figure 27). The firm may sometimes consent, for 
strategic reasons, to a price higher than OE, and irrational price 
cutting may for a short time carry prices below In general, 

however, the conclusion is valid. Precisely where the price will settle 
within this range cannot be stated in general terms. The result 
depends on the circumstances previously discussed and on other 
factors beyond the scope of this chapter. 

If a high degree of collaboration is achieved within the industry, 
prices will be stabilized in the vicinity of OE, If, for one reason 
or another, consensus cannot be obtained, prices will settle at a 
lower level. Even in this case they will probably be held somewhat 
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above the extreme low point, OEo, by temporary agreements and 
individual self-restraint. Some industries appear to alternate be- 
tween periods of price warfare, during which prices fall to the 
neighborhood of OE^, and temporary truces, during which prices 
are raised somewhat above this level. 

Long-run problem. We must now consider those factors affecting 
price which become fully operative only over a period of several 
years. While price may fall temporarily below the average total 
cost of the product, it cannot remain there indefinitely. A price 
lower than OE^, since it fails to cover total costs, will lead firms to 
withdraw from the industry. As this happens, the demand curves of 
the remaining firms will rise, until they are able to secure a price 
which will cover costs. In the long run, therefore, the price must 
lie somewhere between OE and OE^; the range from OE^ to OE^ 
is of only short-run importance. 

It should be pointed out, however, that it takes considerable time 
— possibly as long as ten or fifteen years — for low prices alone to 
force enough plants out of an industry to restore profitable opera- 
tion for the remainder. A plant can and will struggle on for a sur- 
prising length of time, even when it is doing little more than cover 
out-of-pocket costs. This is one reason for the bitterness of business- 
men's complaints against cutthroat competition. Given sufficient 
time, competitive forces are capable of adjusting the plant capacity 
of an industry to the aggregate demand for its products. But the 
process of adjustment is slow and painful. 

Any price higher than OE^ will offer better than the normal 
prospects of profits to the firm. Present high profits, however, will 
not necessarily continue. Just as in the case where there were many 
sellers, new firms may enter the industry until the demand curves 
of existing firms fall to a position of tangency to their total cost 
curves. In this event the point of tangency indicates the only price 
and output at which producers can cover costs. 

It is probable, however, that the barriers to the entrance of new 
firms are stronger where there are few sellers than where there are 
many. In a market with few sellers, the aggregate demand, though 
large enough to offer them a good profit, may not be large enough 
to accommodate another firm of optimum size. The new firm might 
shift the demand curve of existing firms so far to the left that "all 
would suffer losses. Moreover in a market with few sellers, any 
newcomer is bound to be highly conspicuous, and it is natural 
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that existing firms should try to dissuade him in one way or another 
— by securing control of the materials which he needs, influencing 
his sources of credit, pointing out the danger of patent suits if he 
persists in his plans, or simply buying him out. 

These tactics make it difficult for a completely new firm to gain 
entrance to an industry already dominated by a few well-established 
producers. It is somewhat easier for a firm already well established 
in one industry to invade a neighboring industry — for Henry 
Kaiser to produce automobiles, or for General Motors to produce 
refrigerators. 

Suppose that the firm in Figure 27 is able, in collaboration with 
its competitors, to maintain a price in the vicinity of OE. Suppose 
further that new producers are effectively restrained from entering 
the industry. This still does not mean that the firm’s profits are 
safe from attack. 

Over a long period demand may shift away from this industry 
entirely to new substitute products — from carriage wheels to rubber 
tires, from Pullman cars to passenger planes. Costs may rise because 
of growing scarcity of some material on which the industry depends. 
Costs may rise also because of rivalry in advertising and other 
selling expenditures. 

When firms are prevented by agreement or custom from winning 
away each other’s business through price cutting, they can increase 
their sales only by intensifying their selling efforts. If only one 
firm in an industry did this, it might hope to raise its demand curve 
sufficiently to more than offset the increase in selling costs. If all 
firms increase their selling efforts simultaneously, however, their 
demand curves will end up in about the same relative position 
as before. The main result will be higher costs and lower profits 
all round. 

If sellers were perfectly rational, they would probably try to 
prevent this erosion of profits by setting an upper limit to selling 
expenditures, as well as a lower limit to prices. Agreements of this 
sort however are rarely, if ever, found in practice. 

Effect of fewness of buyers. We have dealt thus far only with 
market imperfections resulting from product differentiation and 
fewness of sellers. Imperfect competition may also arise because 
there are few buyers in the market. The situation of few buyers 
and many sellers is common in the markets for agricultural prod- 
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ucts — notably, livestock, fresh fruits and vegetables for canning, 
fluid milk and cream, and tobacco. 

While the operation of such markets has not been thoroughly 
analyzed, it is clear that if the buyers acted in concert they should 
be able to depress the price below that which would prevail in a 
purely competitive market. Farmers have tended to adjust to this 
situation by forming cooperative marketing associations. In conse- 
quence, while some farm crops are still sold in purely competitive 
markets, an increasing proportion of agricultural produce is sold 
at prices determined by bargaining between organized groups of 
buyers and of sellers. 

Large chain and department store buyers hold a strategic posi- 
tion in the markets for manufactured consumer goods. Particularly 
where manufacturers are numerous and unorganized, these large 
buyers are able to obtain prices well below those granted to smaller 
buyers and often only slightly above the manufacturers' marginal 
costs. 

Conclusions. Our study of price determination in imperfectly 
competitive markets may seem inconclusive and unsatisfactory com- 
pai'ed with the clean-cut analysis under pure competition which 
preceded it. In a market characterized by pure competition many 
buyers and many sellers trade in a single standardized commodity. 
Therefore the study of price determination under conditions of 
pure competition is a study of the way in which the price is deter- 
mined by market forces. Given a certain demand and supply situa- 
tion, it is possible to say precisely what price will be established. 

Under imperfect competition, the number of variable factors 
which must be taken into account is much larger. The producer can 
vary not only his output, but also his price, the quality of his 
product, and his selling expenditures. He must take into account 
not only the reactions of his customers but those of his competitors. 
If there are few buyers in the market, their behavior also will 
have a direct bearing on the level of price. 

It is necessary under imperfect competition to make a large 
number of assumptions about the nature of the market and about 
buyers' and sellers' reactions before one can say what price will be 
established. While it is possible to reach precise results in a par- 
ticular case, the number of cases— the number of possible 
combinations of assumptions- — ^is very large. One cannot hope, 
therefore, to develop any satisfactory general formula. At most one 
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may be able to analyze a few cases which arc believed to occur 
rather frequently in practice. 

The discussion in this chapter has by no means explored the full 
complexity of the problem. Even to describe the possible types 
of market would involve some such classification system as the 
following. 


Number of sellers 

One 

Few 

Many 


Number of buyers 

One 

Few 

Many 


Type of product 

Homogeneous 

Differentiated 


Combinations of these factors alone — and they are by no means 
the only ones which should be considered — ^would yield eighteen 
major types of market. In justification of the simplified treatment 
presented here, it can be said, first, that a full discussion would 
run far beyond the limits of an elementary treatise, and second;, 
that the two types of market discussed in this chapter are among 
those likely to be of greatest importance in practice. 

We first discussed the operation of a market with many sellers, 
many buyers, and a differentiated product. The results of such a 
market were found to differ relatively little from those of a purely 
competitive market. Unless new producers can be excluded, profits 
will not be any larger than they would be under pure competition. 
The average price prevailing in the market will be higher than 
under pure competition, but this is presumably offset by the satis- 
faction which consumers derive from being able to gratify their 
preference for their favorite brands or favorite stores. Apart from, 
this, the prices charged by different sellers will differ somewhat, 
and their .profits will also differ, as a result of differences in their 
individual demand and cost situations. 

The second type of market discussed in this chapter was that 
characterized by few sellers, many buyers, and a homogeneous 
product. In this case, depending on the relations among the sellers, 
the price may be highly profitable, may barely cover costs, or may 
— in the short run — even fall below average total cost. Maintenance 
of a high level of profits over an extended period of time requires 
a favorable demand situation, a high degree of cooperation among 
the sellers, effective barriers to the entrance of new competitors, 
and avoidance of excessive selling expenditures. It is probable that, 
on the average, industries containing few firms show higher levels 
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of prices and profits than would exist under pure competition. The 
situation varies greatly from industry to industry, however, and 
even from time to time witjiin the same industry. 

Monopoly: Definition and examples. When the fewness of sellers 
that characterizes one type of imperfect competition, sometimes 
called oligopoly, reaches th(i limit — ix.y only one seller — vat have 
a state of monopoly. Monc»poly is also attained when the inde- 
pendence of sellers vanishes and is replaced by complete agreement 
or combination. Monopoly would also be reached by going to the 
limit of individuality of product. If any seller’s product became 
so completely individualized as to be unique, then this seller would 
have the monopoly of its sale. Monopoly is defined as the exclusive 
control of the supply of a 72 economic good. 

There are monopolies controlling the sources of certain products 
of nature, such as the Carlsbad mineral waters, the diamonds of 
Africa, and the anthracite coal of Pennsylvania. The possessor of 
any unique nonreproducible article, such as a famous work of art, 
is of course in a monopoly position. A famous actor or musician 
has a monopoly in the personal services which the public demands 
of him alone. The United ptates Government has a monopoly of 
the service of carrying letters. Patents and copyright give monopo- 
lies to inventors and authors, and city governments grant mo- 
nopolies to corporations in the form of exclusive franchises to 
operate street railways, to furnish water, gas, electricity, etc. Finally 
there are certain great corporations and combinations, in fields in 
which the advantages of large-scale production and combination 
are especially strong, which have come to positions at least ap- 
proaching monopoly in their particular fields. 

Monopoly price. The position of the monopolist is unlike that 
of the seller in a purely competitive market, in that the demand 
for his product is not perfectly elastic. It is represented, not by a 
horizontal line, but by a downward-sloping curve. In this respect, 
as the reader will recall, monopoly is like imperfect competition. 
The seller is able by his o^vn action to influence the price of his 
product. 

Monopoly differs from imperfect competition, on the other hand, 
in that the monopolist is fre:e to make his decisions and take action 
without regard to the reactions of other sellers. He has no com- 
petitors. His price problem is correspondingly simplified. 

The principles which determine monopoly price are those which 
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govern the first step in the determination of price under imperfect 
competition. Given a certain demand for the monopolist’s product 
and certain cost conditions, the monopolist will maximize his profit, 
or minimize his loss, by producing and selling that output at which 
marginal cost is equal to marginal revenue. How^ever, he does not 
have to look further and take account of the changes in the demand 
for his product which may result from this price policy, as does 
the seller under imperfect competition. 

Monopoly and imperfect competition. Our investigation of im- 
perfect competition readily suggests that actually the monopolist 
differs in degree, rather than in kind, from the ordinary indus- 
trialist. The local electric light company may be a monopolist 
because no one else may sell electric current in the same district; 
but there is a demand curve for the product of the local utility, 
just as there is a demand curve for the output of the Ford Motor 
Company. 

Furthermore, recent experience would appear to indicate that 
the demand for electric current is highly elastic. Therefore the 
president of the local utility has to make a decision of precisely 
the same kind as that which Ford must make. The most difficult 
question which each of these sellers must answer concerns the 
increase in sales which will result from any given reduction in the 
price of what he sells. Each must decide what price to set, or w’^hat 
output to throw on the market, wifh reference to exactly the same 
criteria. 

The essential distinction between a monopolist and a business- 
man selling in an imperfectly competitive market is that the 
monopolist sells a product which has no close substitute; whereas 
the ordinary competitive businessman, although he may sell a 
highly individualized product produced by no one else, nevertheless 
must as a rule meet the competition of close substitutes. 

For instance, although there is only one manufacturer of the Ford 
car — the Ford Motor Company — there are other cars which are 
nearly its equivalent in quality and in price. The availability 
of these substitutes limits Ford’s power with regard to the setting 
of price. On the other hand, the local water company does not 
have to compete with any close equivalent and may thus properly 
be called a monopoly. 

From this distinction we may infer that the demand curve for 
the monopolist’s product is usually less elastic than that facing the 
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businessman who has competitors but sells in an imperfectly com- 
petitive market. If the power company increases its rates, its con- 
sumers generally have no alternative but to economize. If the Ford 
Company raises its prices, customers may turn to Plymouth and 
Chevrolet. Though still om[y a difference in degree, this is a real 
and significant distinction between the two for the purposes of 
economic analysis. 

Monopoly and the publk interest. The seriousness of a monop- 
oly situation is mostly dependent upon whether the monopoly- 
controlled commodity is a hixury or a necessity. We have already 
had occasion to note that the demand for necessities is usually 
very inelastic. If therefore the necessity is produced or sold by a 
monopoly, it will pay the nionopolist to set his price high, because 
marginal revenue will be much lower than price and thus, when the 
monopolist has equated marginal cost and marginal revenue, price 
will be high. On the other hand, monopoly control of a luxury 
is no great menace. The monopoly will, in its own interest, gen- 
erally refrain from charging an exorbitant price. And if its price 
is excessive, the people can do without this particular article. 

Anticipating our later study of the subject of monopoly, it may 
be stated here that in geneiral the public interest is better served 
when production is carried, on under the regime of competition. 
There are certain exceptions, some self-evident, others not so ob- 
vious. Personal monopolies such as those enjoyed by the popular 
singer or actor, are inevitable and can do the public little harm. 
The monopoly granted by the patent or copyright is generally in 
the public interest. And there are certain lines of industry, such as 
railroading, telephone, telegraph, the furnishing of water, gas, 
electricity, etc., which from their economic nature appear destined 
to be monopolies, whether or no. In such cases it is futile to put 
our trust in competition wJiich cannot endure; monopoly must be 
accepted and made the best of. 

Public opinion today generally holds that abuse of monopoly 
power, particularly in the necessities of life, should so far as pos- 
sible be prevented, in order to safeguard the public interest, and 
that, when monopoly is inevitable, government regulation should 
be relied upon to ensure to| the public good service and reasonable 
prices. For this general o|jinion there is firm foundation in eco- 
nomic principles. 
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EXERCISES 


1. Assume the following conditions of demand and cost of production for 
a low-priced automobile: 


Price 

Sales 

Marginal 

Average 

total 

Marginal 



revenue 

cost 

cost 

S875 

100,000 

$875 

$1,310 

$310 

780 

200,000 

685 

813 

315 

700 

300,000 

540 

650 

325 

635 

400,000 

440 

573 

340 

584 

500,000 

380 

530 

36C 

540 

600,000 

320 

508 

400 

500 

700,000 

260 

500 

450 

465 

800,000 

220 

503 

520 

435 

900,000 

195 

516 

620 

410 

1,000,000 

185 

542 

780 


{a) Plot on a sheet of graph paper the four curves of demand, marginal 
revenue, average total cost, and marginal cost. 

(b) What is the best output for the manufacturer to produce? Reading 
from the chart, at what price can this output be sold? What is the 
average total cost of producing this output? 

(c) What is the profit per unit and the total profit under these con- 
ditions? 

2. A new manufacturer of automobiles enters the loiv-priced field. The 
additional competition reduces the demand for the product of the first 
manufacturer, described in Exercise L Assume that the new condition 
of demand for his product is as follows: 


Price 

Sales 

Marginal 

revenue 

$785 

100,000 

$785 

700 

200,000 

615 

630 

300,000 

490 

572 

400,000 

398 

524 

500,000 

332 

485 

600,000 

290 

450 

700,000 

240 

418 

800,000 

194 

390 

900,000 

166 

365 

1,000,000 

140 


(a) Using the chart constructed in Exercise 1, plot the new demand 
curve and the new marginal revenue curve. 

(h) What is now the best output for this manufacturer to produce? 
Reading from the chart, at what price can this output be sold? 
What is the average total cost of producing this output? 

(c) What is the effect of the appearance of a new competitor on the 
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price of the product of the first manufacturer and on the volume 
of his profits? 

3. The Federal Trade Commission, a government agency charged with the 
suppression of monopoly and the preservation of competition, has de- 
voted considerable effort to the prevention of ‘‘brand imitation." Does 
an increase in the similarity or “closeness" of available substitutes tend 
to make competition more or less perfect? Explain, 

4. (a) The Harvard Stadium has a seating capacity of about 60,000. The 

Athletic Committee sets a price of $2 per ticket for the game with 
Shady Rock and the stadium is half filled. Draw a diagram to illus- 
trate this situation. Reading from your diagram, at what price could 
the stadium have been sold out? 

{h) The Committee sets a price of |4 for the Yale game and is unable 
to fill all orders for tickets. Draw a diagram to illustrate. Reading 
from your diagram, how many tickets could have been sold at $4 
if the seating capacity of the stadium had been large enough? What 
price could the Committee have charged and still have sold out the 
stadium? 



CHAPTER XIII 


Interrelationship of Prices. Price Theory in Practice 


Introduction. We have been investigating the way in which prices 
are determined by the forces of demand on the buyers' side of the 
market and supply and cost of production on the sellers' side, under 
various conditions of pure and imperfect competition and monop- 
oly. It has been recognized throughout this investigation that these 
immediate forces which directly determine price are themselves 
the resultants of a great variety of forces. Among these forces, acting 
thus indirectly upon the price of any good in any market, will 
always be found the prices of other goods, or the prices of the same 
good in other markets. The limits of this book do not permit full 
investigation of the very many price relationships here suggested. 
But we may profitably give special attention to some of the more 
direct and fundamental ways in which prices are related to each 
other. 

The present value of future income: Capital and income. The 
theory of price is incomplete without inclusion of the most funda- 
mental of all price relationships; namely, that between the value 
of future income and the present value of capital goods. We have 
learned that ail production requires capital.^ To obtain income 
man must have capital goods, and it is the production of income 
which alone gives significance to capital. In a primitive society 
this effort to secure capital takes the direct form of devising and 
constructing the weapons, tools, buildings, and other instruments 
by means of which the productivity of man's labor is multiplied and 
his enjoyable income increased. Under such simple conditions 
therefore it is customary for the same man both to bear the final 

1 In the present discussion we shall use the term '‘capital** in the broadest of the 
several meanings which have become inseparably attached to it; ie., as a syno- 
nym for wealth, thus including land as well as man-made instruments. The term 
IS generally so used in discussions of investment and when it is desired to give 
prominence to the distinction between wealth, the fund, and income, the flow, 
Cf. Chapter i and the footnote on page 47 (Chapter in). 
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costs o£ capital — the labor of making the instruments and of keep- 
ing them in repair — and to consume its benefits. 

Neither capital nor income under such conditions is frequently 
bought and sold; hence neither acquires an exchange value, and 
there is no tendency to dissociate capital from income and regard 
it as an end in itself. Capital is viewed in its proper light, as a 
means toward an end. Like other means, each unit of capital is 
more or less prized according to its efficiency in achieving the end 
in view; that is, its power to produce income for its owner. 

In the social order of today there are to be found many instances 
of this direct and visible relation between capital and income. Men 
sometimes gather materials and with their own labor construct some 
simple capital instrument whose benefits will accrue to themselves 
directly. The farmer may cut and shape a handle for his ax, or 
build a fence or wagon shed. A blacksmith may make some of his 
own tools. In such cases, the relation of capital to income is clearly 
grasped; one sees that it is the expected income which bestows on 
capital its importance, and that the owner’s appraisal of the capital 
is but a reflection of his evaluation of the benefit which he hopes to 
obtain from it. 

Property and capital. But these simple cases are not typical of 
present-day society. So complex has our economic structure become 
that we often lose sight of the fact that capital has no significance 
when divorced from the benefits which it produces. Chief among 
the attributes of our social system which have this effect is the fact 
that the ownership of capital has been subdivided into a large 
variety of property rights, which are bought and sold in great 
numbers. 

Those property rights are usually represented by documents 
of different kinds — stocks, bonds, mortgages, contracts, and the like 
— ^which frequently have stamped upon them some nominal valu- 
ation (for example the $100 par value on a stock certificate), which 
misleads the owner into the belief that these documents have a 
‘'normal” or “true” value in themselves. The development of many 
agencies with the purpose of facilitating trading in these property 
rights — such as banks, brokerage and investment houses, stock ex- 
changes, and so on — ^has aided in beclouding the true relation of 
capital to income. 

As we have learned, property is but a right to the future benefits 
of wealth (capital). The benefits are produced by the capital which 
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underlies the property; it is the function of^the property right to 
divide this income among the owners of the capital. It is apparent 
therefore that the principal reason for the existence of the certificate 
of property is that it affords a convenient method of transferring 
ownership in capital from one man to another and of subdividing 
the ownership. I'hese certificates are bought and sold as representa- 
tives of the valuable thing (capital) in which they transfer owner- 
ship; hence the action of the buyers and sellers in the market will 
result in giving the certificates the same value that, in the opinion 
of these buyers and sellers, should be placed on the capital which 
they represent. 

If for example a manufacturing concern has issued one thousand 
shares of stock and these shares sell in the market for $150 each, 
there can be but one reason for this; namely, that in the opinion of 
investors a one-thousandth share of the owners' equity in this cor- 
poration is worth $150. The fact that the stock has stamped upon it 
a nominal value of $100 or $200 or $50 or any other figure is not 
competent to determine the value of the share. 

Present worth. The real problem therefore is to discover how the 
value of capital goods is determined. Here we must repeat that 
capital is desired only because of the income it produces and is 
bought only as a means of obtaining this income. Let us suppose 
that a given machine will last ten years and produce a net income 
of $100 a year. If this machine is offered for sale to the owner of a 
factory, he will consider that by owning it he can increase his in- 
come during the next ten years by the amount of |10Q a year, or 
$1,000 in all. Whatever price he is willing to pay for the machine 
will be a measure of the present value he puts upon this thousand 
dollars, distributed as it will be through the ten years to come. 

To change the illustration, we may suppose that an acre of land 
is offered for sale to a man who has reason to believe that it can be 
made to produce a net income worth $10 a year forever. In this 
case too, the price offered by the buyer for the land will be his 
estimate of the present worth of an annual income of $10 which 
continues indefinitely. 

Or again an investor may be offered a bond which will be re- 
deemed for $100 at the end of five years and in the meantime pay 
$5 a year interest. Such a bond would be viewed as an opportunity 
to receive a series of money payments during the next five years: $5 
one year from now, another $5 two years from now, another 
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$5 three years from n®w, |5 more four years from now, and a final 
payment of |105 after five years have elapsed. The amount of 
money that the investor is willing to part with today, in order to 
buy the bond, must be an indication of what he considers this series 
of future payments to be worth at the present moment. 

This is the essential thing in calculating the value of any capital 
good or of any property right in capital goods. It amounts to 
placing a present value on an expected future income of a certain 
size and form and duration. 

Present goods more desirable than future goods. It is a well- 
known fact that men do not consider a sum of money which will 
accrue in the future to be worth its face value now. The investor 
referred to in the preceding illustration will not calculate the pres- 
ent value of the bond by simply adding together the different pay- 
ments which will accrue in the future to its owner. Such a calcula- 
tion would give the bond a present value of $125, and the buyer 
paying this price for it would eventually get back just the amount 
of money that he paid, though he would have to wait five years for 
most of it. 

If one offered for sale a promissory note which would pay its 
owner $100 twelve months from today, he would find no one willing 
to pay $100 for it now. Nor would this reluctance to buy this future 
income at its full face value in present money be due only to risk 
of loss. If the $100 were locked up so safely that all doubt regarding 
its security were removed, still no one would be willing to pay out 
$100 now and be content to get it back after twelve months had 
passed. 

In the mind of the ordinary man the present value of the future 
dollar is less than that of today’s dollar; hence sums of money which 
accrue in the future will be bought only if they can be had for less 
than their face value. And the price that will be paid for capital 
which gives its owner the right to receive income in the future will 
be lower, by some substantial amount, than the value of this future 
income when it accrues. 

Interest. If asked why he will not pay $100 now for the right 
to receive $100 one year hence, the practical man will probably 
answer that he is unwilling to lose interest on his money. Because 
of the existence of interest, it lies in the power of any man who 
is willing to exchange present wealth for future wealth to make the 
exchange on terms which will bring him a future return of larger 
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value than his present payment; and as long'as this opportunity to 
gain interest on the money they lend is open to all men, no one 
will consent to pay its full future value in present money when 
buying income. 

hiterest may be defined as the premium which preseJit goods com- 
mand over similar goods due in the future. The man who lends 
$100 for one year at 5 per cent interest exchanges $100 worth of 
present goods for $105 worth of next year’s goods, the premium of 
being required to give the future goods a present value equal 
to that of the present goods which the lender surrenders. As the 
interest rate rises and falls the premium which must be added to 
make these two amounts — one present, the other future — of ec|ual 
present value rises and falls accordingly. It is therefore the rate of 
interest which determines how much larger than the present sac- 
rifice the future return must be, in order to cause the exchange of 
these two to occur. 

The link between future and present values. We need not at 
this point attempt to explain why interest exists or how the rate of 
interest is determined; these are problems to be solved later in our 
study. For our present purpose, it suffices to accept the existence of 
interest as a feature of the present business world. Our immediate 
concern is to show that the rate of interest supplies the link between 
future and present values which enables us to translate the one into 
the other. 

Given the rate of interest, it is a simple matter to calculate the 
equivalent future value of any amount of present money by means 
of the following formula: 

Aq =z P(l r)^ in which: 

An represents the future value, any number of years hence; 

P represents the present value, or principal; 

r represents the rate of interest; 

n represents the number of years.^ 

1 The demonstiation of this formula is as follows: 

At the end of the first year, the amount (Aj) is the sum of the present value, 
or prindpal, and one year’s interest; that is, 

^, = P + Fr==P(l -f r). 

That is, the amount at the end of the first year is the principal multiplied by 

<1 + r). 

This amount, F(1 -f- *■)• the new principal for the second year. The amount 
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For example, when the interest rate is 5 per cent, |100 invested 
now will be worth $105; $100 X 1*05, one year from now; 

$110,25; i,e,, $100 X (1-05)^ two years from now; $115.76; 

$100 X (1.05)^ three years from now; and so on. 

This same formula may be adapted to the reverse problem of 
determining the present worth of a given future value by merely 
rearranging its terms, as follows: 

p 

- (1 + 0 ”’' 

the symbols having the same meaning as in the preceding formula. 
To illustrate, assuming again an interest rate of 5 per cent, $100 
due one year hence is worth now $95.23; ix,j $100 1.05; if due 

two years hence, it is worth now $90.70; ix,, $100-f- (1.05)^; if due 
three years hence, it is worth now $86.31; ix,^, $100 -- (1.05)®; and 
so on. 

These numerical examples assume that the interest rate is so 
much per annum and the interest is compounded annually. The 
formula holds, however, for any unit of time. All that is required 
is that the rate of interest be stated with respect to the same period 
as is used in compounding. For example, it is required to find the 
amount of a loan of $5,000 for two years at the rate of 1 per cent 
a month, interest compounded semiannually. Since the interest is 
compounded every half year, we must take a half year as the unit 
of time. Then w’^e must call the rate of interest, instead of 1 per cent 
per month, 6 per cent per half year. Instead of saying the loan is 
for two years, we must say it is for four half years. Then our 
formula becomes A = 5,000(1.06)^; and when we solve, we find that 
$6,312.38 +. 

The formula which determines the present worth of a given 
future value will serve likewise to place a present worth upon a 
series of future values. What is the present worth of a series con- 
sisting of $200 due one year hence, $500 due a year later, and $100 
due at the end of the third year, if the rate of interest is 5 per cent? 

at the end of the second year {A^ will be found in exactly the same way as for 
the first yeai; that is, by multiplying the principal at the beginning of the year 
by the factor /I r). Thus, 

-42 = F(1 + r)(l +r) 

= F(1++. 

In the same way, we find at the end of the third year the amount is P(1 + rf, 
at the end of the fourth year, P (1 -j- r)S and so on for any number of years. 
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By means of the formula P = (1 -f- r)«, we find the present 
worth of these future amounts to be respectively 1 190.48, |453.52, 
and 186.31. The total of these three amounts, 1730.31, is the present 
worth of the series of future values. By this process, one evaluates 
the ordinary bond. Thus a 5 per cent $1,000 bond due in seven 
years is valued as a series of six annual payments of $50 and a final 
payment of $1,050 at the end of the seventh year. 

It is frequently important to evaluate a uniform perpetual series 
of future values, as in the case of a perpetual government bond. 
The general formula for the present worth of a uniform perpetual 
i 

income is P = in which P stands for the present worth, % stands 

for the periodical payment, and r stands for the rate of interest.^ 
Thus, assuming an interest rate of 3 per cent, the present worth of 
a 4 per cent $1,000 perpetual bond (like the British consols) would 
be $40 11,333.33. 

The discount process. Although it is possible, by means of the 
interest rate, to calculate either future values from present or 
present values from future, and although in the business world 
there is continual use for both of these calculations, it is the latter 
process which has the greater importance. This is true for the 
reason stated at the beginning of this chapter; namely, that the 
economic activity of mankind is directed toward the obtaining of 
income, and all income which has power to give value to capital 
lies in the future. 

The valuation of capital instruments and property rights is 
incidental to this struggle for income, being a product of the in- 


1- This formula is deiived, as a special case, from the gcneial interest foimula, 
remembeiing that, in this case, the interest is not compounded but paid each 
year, so that the principal is hi ought back each year to the original amount. 
According to the geneial formula, 

P = 

(1 4- 0”' 

Assuming a single inteiest period, n = 1. Then, 


F = 


A 

r+T* 


But, A = P + L 
P A- i 

Hence, F = ' ■ T 

1 4- r 


p 4 . Pr = F + £; 
Fr = i; 
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cessant buying and selling of the means by which income is pro- 
duced. Hence the calculation of the present values of future in- 
comes of every conceivable variety as regards size and duration is 
one of the commonest events in the business world. The name given 
to this calculation of present values of future incomes is the dis- 
count process. 

Summarizing the preceding discussion, we may say that this 
process requires these two fundamentals: (1) a knowledge of the 
probable future value of the income, (2) a knowledge of the in- 
terest rate. The first of these fundamentals is the basis of the cal- 
culation — the future value whose present worth it is desired to 
obtain. The second supplies the mechanism for determining the 
present worth; the process being to divide the future value by one 
plus the rate of interest raised to a power equal to the number of 
years which must elapse before the future income accrues. 

Capital and income. The relation of capital to income may be 
looked at from either of two points of view; namely, that of the 
physical relationship and that of the value relationship. From the 
physical point of view, it is capital which produces income; an 
orchard produces a certain number of barrels of apples; a factory, 
so many pairs of shoes or other units of output; a house, so many 
years’ shelter; and so on. 

But the value relationship is the opposite of this. The value of 
the capital does not produce the value of the income. The value 
of the apples gathered from an orchard will be established in the 
market in which the apples are sold after they have been produced, 
in accordance with the laws of market price as developed in pre- 
ceding chapters. Setting a value upon the capital will not avail to 
dictate the terms upon which its product can be sold. On the other 
hand, a given set of capital instruments may be very productive, in 
the sense that it turns out a large stream of products, but if these 
products cannot be sold at profitable prices, the value of the capital 
instruments will be very low, or even nonexistent. This is clearly 
evident of capital when the demand for its products has declined 
or disappeared. Abandoned farms, factories, and railroads bear 
testimony to the fact that the value of capital goods is derived from 
that of their income. 

Discount and the laws of price. It is essential that we understand 
exactly how this process of discount is related to the general laws 
of price which we have previously developed. We have found that. 
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under conditions of pure competition, prices are in general de- 
termined by demand and supply and that, under imperfect com- 
petition, prices are determined by decisions of the sellers in con- 
junction with the conditions of demand and wnth consideration of 
actual and potential costs. We have learned that back of demand is 
marginal utility, and back of supply and sellers’ actions, cost of 
production. Now it appears that values are determined by dis- 
counting future expected incomes. Are we faced with two conflict- 
ing principles? 

To make our question concrete, suppose we ask: Why does a 
particular tract of land sell for |200? Is it because this is the price 
determined by the forces of demand and supply in the market, or is 
it because this is the present wortii of an expected perpetual in- 
come, say $10 a year discounted at 5 per cent? The answer is yes to 
both questions, and the absence of any conflict will be apparent 
as soon as we inquire into the part which discounting plays in the 
market. 

Values are not determined directly by discounting. In the simple 
numerical examples which we have thus far employed, we assumed 
certain future values and we assumed a certain rate of interest. 
In the practical world, neither of these essential factors is ob- 
jectively determined. The future incomes — ^just because they are 
future — are uncertain, more or less. The rate of interest is the rate 
at which any given person will discount the future. 

Every potential buyer and every potential seller must come to his 
own decision as to what these factors are in any given case. A, on 
the basis of the information available to him and his best judg- 
ment, decides that the tract of land in question will probably 
bring forth such and such future incomes, that these incomes will 
have certain values to him, that he is prepared to discount the 
future at a certain rate of interest; with those factors thus esti- 
mated, he goes through the discounting process and determines how 
much he is willing to pay for this piece of land. B makes similar 
estimates, arriving possibly at different figures from A at every 
point, and finally emerging with the price he is willing to pay. So 
of all other possible purchasers. And the present owmer of the land 
must himself go through a similar process in order to determine at 
what price he will be ready to sell. 

When the potential buyers and sellers meet in the market, the 
discounting process has already taken place in the mind of each. 
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I£ the tract of land in our example sells for $200, it is because the 
seller considered it worth something less than that to him, and the 
purchaser considered it worth something more. In arriving at his 
judgment, each employed the discounting process. The discounting 
process is itself one of the forces that determine demand and supply, 
which in turn determine price. Discount, so far from being in con- 
flict, is itself included in the principle of demand and supply. 

We recognize of course, as in all such theoretical analyses, that 
every person does not consciously go through the mental process 
here visualized. Some buying and selling, as we have seen, is more 
or less irrational. But back of demand and supply will always be 
found human judgment discounting expected future incomes. 

Even where — as appears to be the normal case on the speculative 
stock and produce markets — dealers seem to make their decisions, 
not with any regard to discounted future incomes, but on the basis 
of expectations as to what prices will be in the future, the funda- 
mental principle is still in operation, though somewhat obscured. 
For in the last analysis, back of all estimates of future prices, there 
is always someone’s forecast of future income and its discount at 
a rate of interest. The dealers are simply cutting corners to arrive 
at the result. The market rate of interest itself is a composite judg- 
ment of the relation between future and present values. 

Discount and the cost of production. Since many capital instru- 
ments are produced in a succession of separate standardized units 
in anticipation of an income to be derived from them at a more or 
less remote future date, the question arises as to how the producers 
of such instruments are able to relate their present costs of pro- 
duction to a demand which is dependent upon a long deferred 
income. Such instruments are staples in the market. They are 
constantly being reproduced as a matter of routine business prac- 
tice; day after day they appear in a steady stream upon the markets 
of the world. The producers of these instruments, after they have 
offered their supplies for sale, must be content with a price de- 
termined by the laws of market price, in the operation of which the 
discount process will govern the demand of the buyers. But what if 
the estimate thus placed by the buyers upon any given quantity of 
the capital instruments differs from the cost of producing this 
quantity? 

The discrepancy will be resolved, as we have learned, through 
the power which the producers have, either to avoid future costs 
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by giving up or diminishing the production of these instruments, 
or, on the other hand, to increase future costs by increasing their 
output. 

Their decisions on this point will, after an interval of time, exert 
an influence upon the value of the capital instruments they are 
producing. If they produce an increased quantity of them, the 
services rendered by them will increase in quantity and command 
a lower price; hence the discounted value of the capital instruments 
will fall. On the other hand, if the producers reduce their output of 
the capital instruments, the peculiar benefits which flow from the 
instruments will become scarcer and their price will rise, hence 
raising the discounted value of the capital. In other words, it is 
the willingness or unwillingness of the producers to bear future 
costs which, by affecting the value of the income from capital, 
brings marginal utility and marginal cost into harmony. 

In the case of standard and staple capital instruments, the mar- 
kets for which have settled to a point of relatively stable equilib- 
rium, the producers may confidently take the present price as an 
indication of what the future price will be. If the present price of 
the instrument stands very much above the cost of making it, 
existing producers will be tempted to expand their output, while 
at the same time, other entrepreneurs will be tempted by the 
prospect of large profit to engage in its production. As the number 
of instruments in use increases, the value of the income which one 
instrument can earn will decrease, and consequently the discounted 
value of the instrument will fall. The marginal cost of producing 
the instrument will rise as attempts are made to supply it in larger 
quantities. As a result the discounted value and the marginal cost> 
which at the outset were different from each other, will tend to 
draw together. 

On the other hand, if the present price of the capital instrument 
were below the marginal cost, entrepreneurs desirous of avoiding 
the losses caused by this situation would abandon the production of 
the instrument entirely or contract their output of it. This restric- 
tion in the supply of the instrument would cause the income it 
produces to grow scarcer and higher in price, with the result that 
the discounted value of the instrument would rise, and the diminu- 
tion in the production of the capital instrument would reduce the 
marginal cost of production. Again there would be a tendency for 
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the two — marginal cost and discounted value — to approximate 

each other. 

In the case of capital goods which are not being currently repro- 
duced, discounted value may part company from cost of production 
indefinitely. Then it is discounted future income, not cost of pro- 
duction, that determines the value. The construction of dwellings, 
office buildings, hotels, and factories will not be undertaken unless 
the builders expect the selling price to be as high as the cost of 
production. But after the costs involved in the erection of a given 
building have been borne and the building is offered for sale, the 
price will be determined by the buyers’ estimate of the present 
worth of its future products. A summer resort constructed at great 
expense in an unpopular place will command a price lower than 
its cost of production, because the discounted value of the net 
income to be derived from its operation is low. 

Prices of the same good in different markets. Turning now to a 
different type of price relationship, let us suppose that the price 
of wheat in Chicago is 80 cents a bushel and in New York $1.05, 
and further that the entire cost of transporting a bushel of wheat 
Irom Chicago to New York is 15 cents. There is evidently a profit 
to be made by buying wheat in Chicago, shipping it to New York, 
and there selling it, and there is a class of businessmen ever on the 
alert to take advantage of such opportunities. Such dealers will 
immediately enter the market, seeking the profit of 10 cents a 
bushel which the existing conditions indicate. 

But these very operations will inevitably change the conditions. 
The dealers enter the Chicago market on the demand side, increas- 
ing the demand for wheat and so raising its price. In New York, 
on the other hand, they appear upon the seller’s side and tend to 
increase the supply and lower the price. Even so, the margin of 
profit, though declining, continues for a time; and a considerable 
quantity of wheat will be transferred from Chicago to New York. 

The prices on the two markets will approach each other until 
finally the difference is only 15 cents. Let us suppose the Chicago 
price has risen from 80 cents to 84 cents while the price in New 
York has fallen from $1.05 to 99 cents. The two prices are now in 
equilibrium with respect to each other, differing by exactly the cost 
of transportation. In such manner the prices of the same good in 
different markets may react upon each other. 

Such reaction is obviously possible only where there would other- 



PRICES OF COMPETING GOODS 243 

wise be a difference in price greater than the cost of transportation 
from the low-price market to the high-price market. If the price of 
black is |10 per thousand in New York and |8 per thousand in 
Chicago, while the cost of transportation between the two cities 
is $20 per thousand, these prices are evidently independent of each 
other, since no one would be tempted to buy brick in one market 
for sale in the other. 

The extent to which prices in a given market are affected by 
the prices of the same good in other markets thus depends upon, 
the cost of transportation in relation to price. Why were the com- 
modities which entered into the long-distance trade of the medieval 
merchants so generally articles of luxury — ^jewels, silks, fine wines, 
spices, perfumes, etc.? The answer is that heavy transportation costs 
made it unprofitable to bring to market from remote places any- 
thing that could not be sold at a high price. Farm produce, for 
example, could be sold profitably only in the markets close to the 
place of production. 

Since that time the transportation system has become so extra- 
ordinarily efficient and the price of transportation so low that the 
province of trade has been enormously extended. Cheap and bulky 
goods, such as wheat and bananas, are shipped thousands of miles 
over land and sea to be placed at the disposal of distant consumers. 

With each step in the progress of lower transportation costs, the 
realm of these price reactions is widened. For many products, such 
as wheat, cotton, the piTcious metals, etc., the markets of the whole 
world are thus tied together. This subject will be further investi- 
gated when we undertake the study of interregional trade, at which 
point we shall better realize how vitally these price relations affect 
the well-being of mankind. 

Prices of competing goods. In the winter of 1925-26 there was a 
long-continued strike of the miners in the anthracite coal mines of 
Pennsylvania, which for a considerable time virtually stopped the 
flow of such coal to the markets. The resulting decline of supply 
greatly raised the price of anthracite. As a consequence, people 
sought other kinds of fuel, such as bituminous coal, coke, etc. This 
meant an increased demand for such fuels and in consequence 
higher prices. 

Suppose there is in a certain market a sudden increase in the 
supply of beef. Beef prices will decline in consequence, and more 
people than usual will buy beef. This will entail a decrease in the 
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demand for lamb, let us say, and the price of iamb will therefore 
go down. 

These events illustrate another sort of price relationship; i,e., 
the relation between the prices of substitutes or competing goods, 
with which the reader has already become acquainted through 
earlier chapters. We have the general principle that the prices of 
competing or substitute goods are so related that they tend to rise 
and fall together. 

Prices of complementary goods. Suppose some change in con- 
ditions of production should bring about a material increase in the 
price of bread. People would naturally incline to diminish their 
consumption of bread, seeking to find similar nutritive satisfaction 
from other kinds of food. The result might be, in accordance with 
the law of competing prices, a rise in the price of meat or vegetables. 
But what, if any, would be the effect upon the price of butter? 
Butter is chiefly used in connection with bread. Using less bread, 
people would want less butter. The demand for butter would de- 
cline and its price would fall. Similarly a fall in the price of bread, 
by causing its increased use, would increase the demand for butter 
and tend to raise its price. 

This is one example of a pair of complementary goods, meaning 
goods which are used only or chiefly in conjunction with each 
other. There are plenty of other examples. In the extreme case, the 
use of the one good is possible only in connection with the other; 
for example, tennis rackets and tennis balls are completely com- 
plementary goods. It is evident that the prices of complementary 
goods tend to move inversely to each other, the reverse of the rela- 
tion between the prices of competing goods. For example, horses 
and mules are substitute or competing goods; their prices tend to 
rise or fall in unison. Horses and wagons are complementary goods; 
their prices tend to move inversely. 

Prices of competing cost goods. The price relations of competing 
goods and complementary goods arise out of the reactions of the 
buyers; they are on the demand side of the market. There is an- 
other relation between competing goods (substitutes), which we 
have not as yet encountered. Labor is normally devoted to those 
pursuits which offer the greatest return. Consider the case of a 
small town in which there is one important manufacturing industry 
making, let us say, grindstones. A rise in the price of the product 
of this enterprise will cause its owner to seek to expand his output; 
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lor this purpose he will require more labor, which he will draw, by 
offer of higher ivages, from the dairy farms and market gardens of 
the neighborhood. The resulting shortage of agricultural labor 
will cause a decreased supply of milk and vegetables in the local 
market, with a consequent rise in their prices. Thus a rise in the 
price of grindstones has caused a rise in the price of vegetables. 

Products such as these, both of which require the same cost ele- 
ment, make competing demands for the factors of production — 
competing in this example for the use of labor. They may be called 
competing cost goods. Their prices evidently tend to move up and 
down together. This relation is quite distinct from the one which 
arises from the demand side; that is, from the fact that a rise in the 
price of one good increases the demand for all substitutes. 

Prices of joint cost goods. Where cattle are slaughtered for beef, 
hides are made available, as well as horns, tallow, and a great num- 
ber of other products. These products appear jointly as the results 
of the same production costs. Having determined to produce a 
certain quantity of one, the industry will inevitably bring forth 
the corresponding quantities of the other products. 

Where the products are of unequal importance, the less important 
is called the by-product. For example, the growing of cotton neces- 
sarily yields a crop of cotton seed. The latter has its uses, but in 
general cotton would not be grown for the sake of the seed; that 
appears incidental to the production of the primary crop. 

Such products as these are said to be the results of joint costs, 
and their prices have a definite relation to each other. Let us sup- 
pose that something causes the price of cotton to be especially 
high. To take advantage of this, the planters will increase their 
production of cotton, thereby inevitably increasing the supply of 
cotton seed. The price of the latter will consequently be reduced. 
A fall in the price of cotton would discourage production, thus 
leading to a decline in the supply of cotton seed and a rise in its 
price. The prices of joint cost products thus tend to move in- 
versely, being the same relation as was found to exist between the 
prices of complementary goods. In recognition of this analogy, 
joint cost goods are sometimes called complementary on the supply 
side* 

Prices of ‘‘tandem goods.” Where one good is the material from 
which another good is made, there exists still another sort of price 
relation. If the price of wool rises, there is caused thereby an in- 
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crease in the marginal cost of producing woollen cloth. This will 
cause a reduction in the supply of woollen cloth; i.e., at any given 
price the quantity offered for sale will be less than before. Hence 
the price of woollen cloth rises. This is a simple example of a prin- 
ciple that is a commonplace of everyday observation; i,e., that the 
prices of manufactured goods tend to vary directly with the prices 
of the materials that enter into their production. 

Price theory in practice: Practical aspects of the theory of value. 
The very considerable time which we have devoted to study of the 
theory of price is justified by the importance of these concepts in 
every department of business and practical affairs. Inasmuch as 
the social system of the United States rests upon private ownership 
of wealth and free exchange, problems of value are at the heart of 
the practical enterprises of the people. 

This appears nowhere more clearly than in the field of invest- 
ment. The ownership of corporations (in the broadest sense) is 
expressed in their stocks and bonds. These securities are bought 
and sold, in some cases daily or even hourly on the exchanges, in 
other cases more or less rarely and privately. Values are determined 
thus by the action of demand and supply, and back of demand and 
supply is always the process of discount or capitalization of income. 
Consciously or unconsciously, every buyer or seller or owner of 
corporate securities is making practical use of value theory in 
reaching his decisions to buy or to sell or to hold. 

That the values of corporate shares sometimes appear to be quite 
out of harmony with the current dividends, so far from being 
denial of the validity of our theory of value, is the best proof of its 
truth. Before the sensational stock market crash in the United 
States in the autumn of 1929, the prices of American stocks gen- 
erally were very high. For example the common stock of the United 
States Steel Corporation reached its high point of 261% on Sep- 
tember 3, 1929. The annual dividend rate being 7 per cent, pur- 
chasers at this price and owners who held at this price were 
apparently satisfied with a return of only 2% per cent. 

Now the fact is that American stockholders are not satisfied with 
any such return as that. The explanation is that these investors 
were not so naive as to discount only present income; they were 
acting in accordance with sound theory and discounting the future 
incomes expected to flow from shares in the United States Steel 
Corporation, based upon surpluses already accumulated and ex- 
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pected future earnings. September, 1929, witnessed the culmination 
of a long period of buoyant optimism among investors, and there 
was a general anticipation of high future earnings for American 
corporations. The reaction was seen in high values and low appa- 
rent yields all along the line. 

That these rosy views of the business future were exaggerated 
and not warranted by the facts was the opinion ol some of the 
more conservative observers as early as the summer of 1929, and the 
correctness of this opinion was demonstrated by the collapse of 
values that occurred in October and November. United States Steel 
dropped from its high price of 261%, (on September 3) to 150 on 
November iS, at which price, it stood to yield on the basis of the 
past year's dividends 4% per cent. 

The important lesson for our present purpose is that it was the 
investors’ and speculators’ estimates of future facts, not their theory 
of value, that was wrong. And this brings out clearly the principle 
that all value is the resultant of human judgment, human estimates 
of future events. Obviously, no one is sure of the future. 

In any broad market, such as the stock market, there are dealers 
of all degrees of knowledge and judgment, from those who, by 
resort to all possible sources, seek to inform themselves of con- 
ditions and exercise the best judgment that is humanly possible, 
to those who act, without knowledge or intelligence, on the basis 
of rumors or “tips” or mere guesswork. The resultant demand and 
supply are the consequences of the composite judgment of these 
buyers and sellers, weighted in proportion to their respective re- 
sources. Knowledge and ignorance, sound judgment and reckless- 
ness, conservative investment and pure gambling, all combine to 
determine prices, through the chain of cause and effect which we 
know as the laws of price or value. 

The overworked term “value.” Although the concept of value 
as used in the science of economics is thus basic in practical affairs 
and is so recognized by practical men, there have developed in 
certain administrative fields other concepts, closely related to value, 
though not precisely the same, which generally go by the name 
of “value.” 

Thus the accountant finds it necessary to assign values to the 
various items in his statements. Starting with the basic notion of 
value, accounting practice has evolved certain concepts which serve 
its purposes but depart more or less from the economic notion of 
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value. Thus items of wealth, such as land, buildings, machinery, 
etc., may be carried on the books on various bases of cost, cost less 
depreciation, replacement cost less depreciation, etc., even though 
these ‘Values” may be known to be higher or lower than the con- 
siderations for which the articles could be sold. “Goods in process” 
of manufacture are “valued” on the cost accountant’s books on such 
bases as cost of materials plus direct labor cost, with or without a 
share of overhead, even though in certain cases there may be no 
possibility of sale of such partly finished products except to another 
manufacturer in the same line; in the absence of such a buyer, these 
goods may have no real value except as scrap. In such cases as these, 
the term value is frankly used to mean something different from 
the economic concept of value. It is always unfortunate when the 
same term is used with diverse meanings, but a clear understanding 
of the usages employed will generally suffice to avoid confusion. 

The actual value of a corporation to its shareholders may gen- 
erally be best shown by the total market value of its stock. This 
may, however, differ widely from the net value of its assets as shown 
by the balance sheet. 

The discrepancy will be due to a variety of causes. In the first 
place, the accountants’ valuations may depart from market value, as 
already seen and, such as they are, they may not be kept strictly 
up to date. Secondly, the balance sheet may not include certain 
property rights of an especially intangible or elusive nature, such 
as the character of management, certain franchise or contract rights, 
the “good will” of an established clientele, etc. — factors which are 
combined under the title of “going concern value” and upon which 
the future earnings of the enterprise may in large part depend. 

The balance sheet valuation, though serving effectively its own 
purpose, may thus depart materially from the economic concept 
of value. That the former is not the real value is demonstrated by 
the very fact that buyers and sellers of the corporation’s securities 
arrive at values different from those shown by the balance sheet. 

In the practical task of regulating the rates of public utility 
coi porations, such as the railroads, the telephone and telegraph 
companies, gas and electric companies, etc., it is found necessary to 
ascertain “values” of the capital invested, in order that the legally 
determined rates may permit a “fair return” on the investment. In 
this task the various official regulatory bodies, such as the United 
States Interstate Commerce Commission, the state railroad and 
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public utility commissions, etc., and the courts, have developed a 
technique of “valuation/’ which scarcely pretends any longer to 
seek to arrive at the economic concept of what the property would 
sell for. What is actually sought is a “rate base’’ which shall ei- 
fectively serve the purposes of regulation. That such a rate base 
continues to be called “value” should not confuse the well-in- 
formed.^ 

A modified concept of value is likewise used in taxation, especially 
in America, but unfortunately with less candor than prevails 
among those who deal with public utility rate making. Examina- 
tions of the property tax laws of the forty-eight states would show 
that these taxes are imposed universally upon the value of the 
taxable property and that, with few if any exceptions, the law- 
makers had in mind the concept of value as used in economic 
science. The legislatures have gone out of their way to specify 
“market” value, “cash” value, “actual,” “fair,” “true and just’^ 
value, what the property would bring if sold “by a willing seller to 
a willing buyer,” etc. — terms which indicate their adherence to the 
economic concept of value. 

Property tax administration, however, has not always succeeded 
in carrying out this idea of value, though still generally maintain- 
ing the pretense of a true valuation. Assessed values are very often 
not the same as true values, and they vary all the way from consid- 
erably above the true value to as little as 5 to 10 per cent of it; as a 
rule assessments are below true value. It is safe to say that tax 
administration will never be competent to place true values upon 
all the complex kinds of property which in America are taxable. 
For certain classes of property it may become necessary to emulate 
the frankness of the rate-making authorities and set up a more or 
less arbitrary “tax base” which will be workable. 

The use of the term value in these varying meanings has been 
the source of much confusion — confusion which is to be escaped 
only by recognition that book values, rate-base values, tax values, 
etc,, are generally neither the same thing as value in the economic 
sense nor consistent with each other. It is not, as sometimes as- 
sumed, indisputable evidence of fraud or corruption when a rail- 
road reports one “value” to the rate-making commission and an- 

1 See Tunell, G. G., Value for Taxation and Value for Rate Making* 
Columbia: Proceedings of the Twentieth National Tax Conference, 1927, pp. 
263-79. 
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Other to the tax assessor. Nor is there the supposed fine logic in the 
proposal to stop tax evasion by permitting the state to buy in any 
property at the valuation on the owner's tax return. Discrepancies 
between market and book values do not necessarily demonstrate 
either foolish investing or crooked accounting. And finally the situ- 
ation does not demonstrate hopeless confusion as to the meaning 
of value.^ 

EXERCISES 

1. Suppose $100 is deposited in a savings bank which pays 2 per cent in- 
terest on such deposits. 

(a) What would this deposit be worth in three years' time if no money 
were withdrawn in the meantime? 

{h) What would it be worth in six years? 

(c) What would it be worth in fifteen years? 

Note: Solve (a) exactly. For (6) and (c) work out the formula only. 

2. Suppose the interest rate is 4 per cent. What is the present value of a 
promissory note for $1,000 due in two years? 

3. A stand of growing timber will be marketable three years hence at 
an estimated value, over and above the cost of cutting, of $5,000. 
What is its present value if the interest rate is 5 per cent? 

4. Suppose the interest rate is 3 per cent. What is the present value of 
a $1,000, 4 per cent bond maturing three years hence? This descrip- 
tion means that the owner of the bond will receive $40 per year for 
three years and a redemption payment of $1,000 at the end of the 
third year. 

5. A certain piece of land can be made to return a perpetual net income 
of $600 a year. What is its present value fa) at a 5 per cent rate of 
interest? (h) at a 4 per cent rate? fc) at a 6 per cent rate? 

6. In general, if income value remains unchanged what is the effect on 
the value of capital (a) of a rise of the interest rate? (b) of a fall of 
the interest rate? 

7. Draw diagrams illustrating the relation between the prices of compet- 
ing goods. 

8. Draw diagrams illustrating the relation between the prices of com- 
plementary goods. 

9. Draw diagrams illustrating the relation between the prices of joint 
cost goods. 

10. Draw diagrams illustrating the relation between the prices of tandem 
goods. 

11. Between January and November, 1946, the pxdce of the common 
stock of General Motors Corporation ranged between 80^ and 4754* 
The Corporation paid dividends on this stock at $3.00 per share 

1 For an interesting discussion of these matters, written from a somewhat dif- 
ferent viewpoint, see Edie, L. D,, Economics: Principles and Problems* New 
York: Thomas Y. Crowell Company, 1932, especially pages 190-201. 
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during 1944 and 1945. The book value o£ the stock on December 31, 
1945, according to its published balance sheet, was approximately 
126.50 a share. Account for the variations in price and for the ap- 
parent “discrepancy” between book value and market value. 



CHAPTER XIV 


Principles of Money 

Nature of money: Some historical examples. The modern eco- 
nomic structure is reared on the foundation of division of labor 
and exchange of products. Exchange, in its modern omnipresence 
and complexity, would be impossible without an efficient medium, 
which brings us to the subject of money, the medium of exchange, 
and its correlative, banking. 

Today as in the past money takes a variety of forms. There are 
coins of gold, silver, nickel, bronze, and other metals. There are 
pieces of paper inscribed with promises and other statements. Cattle 
and sheep have been used as money, as well as wheat, corn, tobacco, 
musket bails, beaver skins, fish, meat, shell beads, gold dust, and so 
on. Monetary history discloses that each community adopts as its 
money some commodity or commodities of common use among the 
people, something that is desired by most of the people most of 
the time. 

One of the earliest forms of money of which we have knowledge 
is the sheep and cattle of peoples in the pastoral stage of economic 
development. Most of the people derived their living from their 
flocks, and these represented their principal form of wealth. One 
would always welcome an addition to his flock, and thus it became 
the natural thing to use the domestic animals as money. The word 
‘‘pecuniary,” derived from the Latin word pecus for cattle, is an 
interesting heritage of the early stage in which cattle and money 
were in a sense synonymous. , “ 

The common characteristic. All these forms of money have one 
feature in common — general acceptability in exchange for other 
things. The things used for money acquired this characteristic 
originally from the fact that they were desirable for their own 
sake; i.e., they served to satisfy human wants. In certain cases, it is 
true, the thing used as money could not be applied directly to the 
satisfaction of wants. An example is the wampum used by the New 
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England colonists. Though dkectly useful to the Indians, it satisfied 
directly no want of the colonists. Yet it became useful as money as 
soon as the habit of accepting it in exchange became established 
generally throughout the community. 

For the individual, it is the fact that money is generally ac- 
ceptable which makes him willing to accept it when offered in 
exchange for his goods or services. If a person who has valuable 
goods to sell will take in exchange a coin of gold, or a piece of 
paper engraved with the promissory note of a bank, or a bale of 
tobacco leaves, it is not ordinarily because he has any need of these 
particular articles. He accepts them simply because he knows that 
at any time he can find other people willing to take them in ex- 
change for whatever they may have to sell to him. This is the 
fundamental characteristic of money; so long as this qualification 
is met there may be the utmost diversity as to other features. 

The general acceptability of money is always more or less local. 
Most American merchants would refuse to accept a Bank of 
England note in payment for goods sold, and a Canadian quarter 
is not generally acceptable in America except close to the border. 
In general each nation has its own monetary system, and the money 
of one nation is usually not acceptable within the borders of other 
nations. By general acceptability we mean acceptability within the 
particular community. 

Definition of money. We have now all the essentials of the 
scientific definition of money, which was stated but not explained 
in a previous chapter. Money is anything which is generally ac- 
cepted in a certain community in exchange -for other things. 

Functions of money. The principal function of money is to facil- 
itate exchange, in other words, to serve as a medium of exchange. 
Goods and services are exchanged for a common medium, money, 
which can then be used to purchase other goods and services at the 
buyer’s convenience. Without such a medium, exchange can oper- 
ate only with great difficulty. The maker of shoes, for example, who 
wished to exchange some of his product for bread could succeed 
only when he had discovered the coincidence of a baker 
who wanted to exchange bread for shoes. A similar problem would 
face the shoemaker in connection with every other good which he 
sought to obtain in exchange for his own product, shoes. To ex-^ 
change so conducted, the name of barter is applied. The modern 
economic order, based on division of labor and exchange of prod- 
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nets, could never have become established had not the introduction 
of money released exchange from the restrictions of barter. 

A second essential function of money is to furnish a standard of 
value. This function follows necessarily from the first. It is in- 
evitable that the unit of the good which serves as the medium of 
exchange should be the unit for measuring the values of all ex- 
changeable goods. Thus money furnishes the universal unit by 
which alone all kinds of wealth and services may be measured and 
compared and totaled. This function of money is as essential to the 
existence of the modern economic system as is the presence of a 
medium of exchange. 

Money performs a third function in serving as a store of value. 
In so doing it enables us to separate our sales from our purchases. 
One can sell what he produces for money and later, according to his 
convenience, buy the various things he needs; one can even, by 
borrowing money, buy first and sell later. The consumer “holds” 
a certain portion of his wealth in the form of money, as does also 
the producer. 

Government control of money: In general. Money originated in 
each community naturally and unconsciously as the I'esult of 
slowly established custom. People simply fell into the habit of ac- 
cepting some one commodity in preference to others in exchange 
for goods and services which they had to sell, much as boys at a 
certain stage in their development fall into the habit of using 
marbles as a medium of exchange. 

Thus the monetary system became firmly established in the mores 
of the community, and eventually the government took cognizance 
of it and proceeded to define and enforce it. For centuries the con- 
trol of the monetary system has been jealously guarded by kings and 
rulers as one of the most precious attributes of sovereignty. 

Today the system in all its details is determined by law, and it is 
this modern legal monetary system with which we are concerned. 
Government (1) specifies exactly what kinds of wealth and property 
shall be money, fixes the monetary unit, defines the different kinds 
of money and their relations to each other; (2) coins the metallic 
money and engraves and prints the paper money; (3) in certain 
cases regulates the quantity of money; and (4) makes and enforces 
rules regarding legal tender. 

Legal tender. While the general acceptability which is the essen- 
tial characteristic of money grew up naturally through custom. 
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modern governments have commonly found it desirable to enforce 
the acceptability of money by law. We thus have legal tender, which 
is defined as any kind of money which according to law must be 
accepted when offered in payment of any obligation expressed in 
terms of the country's monetary unit. 

When, as is usual, the monetary system consists of several kinds 
of money, the legal tender quality is often not the same with respect 
to the several kinds of money. The government may bestow legal 
tender on certain kinds of money and not on other kinds equally 
serviceable as media of exchange. In the United States prior to 1933, 
for example, gold coins and United States notes were legal tender, 
while national bank notes and silver certificates were not. The legal 
tender distinction is purely a matter of legal enactment and does 
not necessarily indicate superior intrinsic worth of the kind of 
money thus designated. 

It should be made clear that the legal tender law is not concerned 
with contracts or other obligations not payable in money. Neither 
does it apply to contracts which by their terms are payable in a 
particular kind of money. There is nothing to prevent people 
making contracts payable in any kind of money they may agree 
upon. Only when the agreement is in terms of dollars (or other 
monetary unit), no particular kind of dollars being specified, does 
the legal tender law apply. It then serves, in case of dispute, to 
settle just what is meant by the word “dollar.’’ 

Since practically all money agreements are thus generally stated 
or understood, legal tender laws are actually of wide application. 
Their normal purpose is (1) to protect the creditor from being 
forced to accept anything but the best kind of money when different 
kinds are in circulation, and (2) to protect the debtor against a 
capricious creditor who might refuse to accept a perfectly good 
kind of money or insist upon receiving some form which the debtor 
could not conveniently provide. 

It may be observed in passing that the government has the power, 
by altering the monetary unit or amending the law as to legal 
tender, to introduce unforeseen changes in the fulfillment of con- 
tracts, both public and private, previously made in terms of money. 

Money and currency. Although, as we have noted, it is the prin- 
cipal function of money to serve as a medium of exchange, the fact 
is that many exchanges are consummated by means of instruments 
which are not in the strict sense money. Bank deposits — ^more 
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strictiy, individual deposits subject to check — are a medium of ex- 
change, and indeed it appears that in the modern industrial nations 
bank deposits bear the larger part of the burden of this funda- 
mental monetary function.^ It has been estimated for example that 
in the United States some 80 or 90 per cent of the total volume of 
exchanges is conducted by means of checks or similar instruments 
which transfer bank deposits. 

Such instruments do not qualify as money under our definition 
because they are not “generally acceptable.'' This makes it con- 
venient to have another term, broader than money, which will in- 
clude everything that serves as a medium of exchange. The term 
currency has been generally adopted. The complete picture of a 
currency system must include bank deposits and certain other forms 
of currency, such as postal money orders, express checks, etc. The 
subject of bank deposits will be treated at length in a later chapter. 

In noting the great importance of bank deposits and other forms 
of currency which are not money, the reader will of course not for- 
get that all forms of currency (except money itself) are themselves 
rights to receive money; in other words, that the whole currency 
system is based upon money. This point may be expressed in the 
statement that, although all currency performs the functions of a 
medium of exchange and a store of value, only money serves as a 
standard of value. 

Varieties of money and monetary systems. Of the various kinds 
of money developed from monetary experience, standard money 
emerged first and still holds a place of primary importance in 
monetary theory. The term is used to designate those forms of 
money which are commodities or articles of wealth having value in 
their own right apart from their use as money. Standard money is 
money having ''intrinsic value"' equal to its face value. In modern 
times standard money has usually consisted of gold or silver coins 
or gold or silver bullion. 

Standard money is usually accompanied in circulation by certain 
other kinds of money, whose value is not based upon the materials 
from which they are made but arises from the right of the holder 
to redeem such kinds of money in the standard money. To all 

1 This statement is particularly applicable to the United JStates, Great Britain, 
and other Anglo-Saxon communities, where the deposit system of transfer by 
check is very highly developed. In the countries of Continental Europe there is 
relatively less reliance Upon deposits and more upon money. 
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kinds o£ money which are freely redeemable in standard money we 
give the title of representative money, 

A monetary system which consists of standard money or of both 
standard and representative money is known as a standard money 
system. This is the system which generally prevailed in most of the 
civilized world for a century or two preceding the First World War. 
In the United States a standard money system prevailed, with occa- 
sional interruptions, from 1792 until the abandonment of the gold 
standard in 1933. 

In contrast to a standard money system is a money system in 
which the ultimate monetary unit is not gold, silver, or any com- 
modity of intrinsic value, but a form of money deriving its value 
not from the material of which it is made but from the fact that it 
circulates and is generally acceptable in the community. Such a 
money system is known as an irredeemable money system. Historic- 
ally irredeemable money systems usually developed out of previ- 
ously existing standard money systems, with the money consisting of 
government notes or bank notes whose promise to pay was not 
honored. Many European nations went over to irredeemable money 
during the First World War, and most of the nations of the world 
are in one form or another on that basis today. 

The quality of general acceptability of irredeemable money may 
be attributed to several factors. Originally, the paper currency is 
accepted because of the hope of ultimate redemption in coin or 
bullion, but regardless of the possibilities of redemption, the paper 
money continues in use from the sheer force of habit developed 
before the abandonment of conversion privileges. Finally, and prob- 
ably of greatest importance, is the sanction bestowed upon the 
currency by the state by conferring full legal tender qualities upon 
the paper currency. 

Standard money system: Principal kinds of money. In a standard 
money system there is usually in circulation a greater volume of 
representative money than of standard money. 

Experience has developed several kinds of representative money, 
and the following classification of the component parts of a typical 
standard money system may prove useful: 

I. Standard money 

II. Representative money 

A. Standard money certificates 
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B. Credit money 

1. Government noies 

2. Bank notes 

3. Token money 

A standard money certificate testifies to the fact that the govern- 
ment holds standard mone}' which will be delivered to the bearer 
of the certificate on demand. It is thus of the nature of the ware- 
house receipt, and the reser\ e held by the government may never be 
less than the total amount of the certificates outstanding. The 
function is solely one of convenience; i,e., to permit the use of the 
standard money without th(i necessity of handling the actual coins. 
The United States gold certificates, prior to 1933, were an example 
of standard money certificates. 

The term credit money covers those forms which are of the nature 
of the promissory note. A government note is the government's 
promise to pay standard money or some other kind of money to the 
bearer on demand. A hank note is a similar promise of a bank. The 
United States notes (greer backs) and the federal reserve notes, 
respectively, are examples in the United States. 

Credit money (unlike standard money certificates) does not re- 
quire the holding by the government of standard money equal in 
amount to the credit money outstanding; ail that is required is a 
reserve sufficient to meet actual demands for redemption. 

Token money is credit money consisting of coins containing less 
than their nominal value of metal and redeemable in standard 
money. The token coins are usually made of silver or of other less 
jorecious metals, as copper, nickel, or bronze. When made of the 
same metal as the standard coins, the token coins are of propor- 
tionately less weight. Thus there is not as much silver in two half 
dollars, four quarters, or ten dimes, as in a silver dollar (the latter 
having formerly been a staiidard coin). In the case of token money, 
the promise to pay is not stated upon the coin but is contained in 
the law requiring the pubfic treasury to redeem the coin on de- 
mand of the bearer. Conversely the government will always give 
out the token coins on request in exchange for standard money. 

Token coins are usually of smaller denominations than the mon- 
etary unit. Their function is to permit the '‘making of change"; 
i.e.^ payments involving fractional parts of the monetary unit. Ex- 
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amples are the fractional coins of silver, nickel, and bronze in use 
in the United States. 

The ideal money commodity. Although many different com- 
modities have at various times and places been employed as money, 
most of these monetary expedients have gradually been eliminated, 
until in modern times the civilized world has quite generally settled 
down to the use of the precious metals, gold and silver, as the 
standard money. Nations have continually sought for their standard 
moneys a commodity having certain qualities necessary for an 
efficient medium of exchange, and a study of the evolution of the 
kinds of standard money reveals these qualities and indicates how 
well gold and silver meet these specifications. 

First of all, the ideal standard money must have general desir- 
ability. The precious metals have always been desired for the fabri- 
cation of ornaments, and in modern times they have also important 
industrial uses, as in dentistry. 

In the second place, gold and silver have great value in small 
bulk. This is an important consideration, since a medium of ex- 
change should be susceptible of convenient use and easy trans- 
portation. Consider for example the inconveniences which would 
accompany the use as money of such otherwise useful commodities 
as wheat, coal, or salt. 

Thirdly, gold and silver have the advantage of durability. Age 
and exposure do not materially affect them, and they may thus be 
kept indefinitely without danger of loss from physical deterior- 
ation. This is of course an important matter, if money is to perform 
its function as a '‘store of value.’’ The Virginia colonists for ex- 
ample frequently suffered loss through the deterioration of their 
stores of tobacco money. 

Another desideratum of a convenient money commodity is 
unijorm quality. All the possible advantages of monetary exchange 
are not obtained when each piece of money must be examined and 
tested as to its quality. Wheat would make a poor kind of money 
for this reason; so would coal or cotton or indeed almost any other 
possible commodity. The Virginia legislature had to take cogni- 
zance of the distinction between “good tobacco” and “bad to- 
bacco” and provide officials to examine and grade the tobacco. 
Even so, the colonist had always to be on his guard against receiv- 
ing payment in inferior or spoiled money. The precious metals, 
on the other hand, have perfect uniformity. When to this is added 
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the quality of durability, which we have just noted, it results that 
an ounce of fine gold is exactly like any other ounce of fine gold, 
whether it came from a California mine in 1849 or was mined last 
year in South Africa or the Klondike. 

The convenience of a monetary commodity is greatly enhanced 
by divisibility. Thus gold and silver may be divided and made into 
coins of any desired size without loss of value. 

Gold and silver have also the obvious advantage of being easily 
recognized, of cogjiizahility. They are not easily confused with other 
substances, and counterfeiting is difficult. 

Types of standard money systems. There are many forms which 
a standard money system may take, but for our purpose it will be 
sufficient to distinguish two main types for detailed discussion. 
They are (1) the gold standard, including two modifications known 
as the gold bullion standard and the gold exchange standard, and 
(2) the bimetallic standard. 

The gold standard: Characteristics. Under the gold standard, 
the standard money consists of gold coins. All other kinds of money 
which may circulate as part of the system (representative money) 
derive their value from the fact that they are redeemable in gold. 
Inasmuch as several modifications have been made in the practices 
of gold-using countries since the First World War, it is desirable to 
analyze, first of all, the prewar gold standard before undertaking 
a study of its present operation. 

The characteristics peculiar to the gold standard are: (1) a 
monetary unit prescribed by law; (2) free coinage of gold; (3) legal 
tender of gold coins; (4) free circulation of gold, including the right 
to hoard; (5) unlimited convertibility of all other forms of cui^- 
rency into gold; and (6) the maintenance of a free gold market, 
which includes the right to import and export gold. 

The monetary unit. In a standard money system the law pre- 
scribes the monetary unit in which the various kinds of money are 
stated. The United States was on the gold standard from 1879 to 
1933. The unit w^’as the dollar, consisting (after 1837) of 25.8 grains 
of standard gold, standard gold being a mixture of nine-tenths pure 
gold and one-tenth an alloy of copper. The dollar thus contained 
23.22 grains of pure gold and 2.58 grains of copper. Similarly the 
British monetary unit before September, 1931, was the sovereign, 
or pound, containing 123.273 grains of standard gold; British stand- 
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ard gold being eleven-twelfths fine, the sovereign contained 
113.001 grains of pure gold and 10.273 grains of alloy. 

Note that the unit in a standard money system is always a cer- 
tain quantity of metal whose weight and composition are exactly 
prescribed by law. The Unit may or may not be represented by a 
coin. Very often the monetary unit is too small to make a con- 
venient coin. This is of course the case in the United States. 

Coinage. Coinage is the process of making metal into coins to 
be used as money. The coins bear the stamp or mark of the issuing 
state. 

The government obtains the metal for coinage in one of two 
ways. Either it buys the metal in the open market, or it allows 
free coinage. Free coinage may be defined as a system by which the 
government is legally required to coin for any person any ainount 
of a particular standard 7netal which he may bring to the nimt. 
Free coinage is a necessary attribute of standard money. In the 
United States there was free coinage of gold until 1933. 

Free coinage does not mean the absence of a charge for the actual 
task of coinage. When free coinage is granted without a charge 
for the cost of the operation, the term gratuitous coinage is em- 
ployed. There has been no charge for coinage under the United 
States gold standard except during the years 1853 to 1895, when 
the charge was first i/^ of one per cent, and, after 1873, % of one 
per cent. 

If the gold presented to the mint for coinage is not of standard 
composition, a charge known as brassage may be made to cover the 
cost of converting the metal so presented into standard bullion. 

The value relation between gold and money. Since the standard 
money under the gold standard consists of gold coins of an estab- 
lished weight and fineness, which the holder is free to hoard or 
melt down into bullion, the value of the standard money can never 
fall below that of an equivalent weight of gold in the form of 
bullion. On the other hand, if the value of gold coin were ever 
greater than the value of the corresponding weight of gold bullion, 
dealers, taking advantage of the right of free coinage, would buy 
gold in the commodity market and have it turned into coin until 
there was no longer profit in the operation because the values had 
become the same. Because gold coin and gold bullion can be freely 
interchanged without loss, the value of standard money tends 
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always to be equal to the value o£ the substance of which it is 
made; i.e.^ to its intrinsic value. 

Under this system the various forms of representative money 
will have values equal to their nominal values because of the fact 
that they are all redeemable in terms of standard money, either by 
the government or by the agency which has issued them. 

The gold bullion standard. A modification of the gold standard 
was employed by France and England for a time after the First 
World War. For example England, having departed from the gold 
standard during the war, returned in 1925, not to her former stand- 
ard, but to what is known as the gold bullion standard. 

The right of free coinage of gold was given up (except in the 
case of gold bullion brought to the mint by the Bank of England), 
and the Bank of England notes and other representative money 
were denied the right of redemption in gold coin. Instead there was 
substituted redemption by the Bank of England of its notes in gold 
bullion at the price of £3 17^. lOi/^d. per standard ounce, but only 
in large bars containing approximately 400 ounces of fine gold. 
The Bank was also required to purchase gold bullion whenever 
oftered at the price of £3 175. 9d, per standard ounce. 

We have here illustrated the essentials of the gold bullion stand- 
ard. There is not free coinage and little or no circulation of stand- 
ard coins. Representative money is redeemable, not in gold coin, 
but in gold bullion. Redemption is usually limited to such large 
quantities of gold that the right is in practice available only for 
gold export or for very large domestic transactions. The fact re- 
mains, however, that there is redemption in the standard metal, 
and this fact is sufficient to keep all forms of represenative money 
at par with gold. Free trading in gold bullion is permitted, but the 
absence of standard coin and the limitation of redemption to such 
large quantities of money virtually prevents hoarding. 

The gold exchange standard. During the period following the 
First World Wai*, another variation of the gold standard, known 
as the gold exchange standard^ was extensively adopted in Europe, 
especially by small countries. In order to avoid the necessity of 
holding a large supply of gold as a basis for their currency, these 
nations made their representative money redeemable, not in gold, 
but in exchange upon some country having the gold standard. 
When an individual presented a sum of representative money for 
redemption, he would receive foreign exchange, which could be 
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used to obtain gold from abroad. The government itself treated 
bank deposits in such financial centres as New York, Paris, and 
London as parts of its own monetary reserve of standard money. 

It will be noted that under this standard the currency of a for- 
eign country becomes the standard money. The government is ob- 
ligated to redeem representative money either in gold or in foreign 
exchange at its own option. It is usual for the government to keep 
part of its reserves in the form of gold and part in the form of 
foreign exchange. There is of course no free coinage of gold, and 
little or no circulation of gold coin, but redeemability in gold 
exchange keeps the various forms of representative money at parity 
with gold. 

Although the gold exchange standard has the double advantage 
of economizing in the use of gold as a reserve and of enabling 
reserve funds held abroad frequently to earn interest, there are 
serious diflSculties in connection with its widespread use. It is an 
added obstruction in the already rocky path of the semi-automatic 
operation of the gold standard. It exposes the monetary and bank- 
ing system of the depositary countries to the hazard of entirely 
unpredictable gold drains by the depositor nations. Furthermore it 
subjects the depositors to the danger of serious losses due to a sus- 
pension of gold payments by the country in which reserve balances 
are deposited. 

The bimetallic standard; Description. Bimetallism, though no 
longer in effect in any nation, has played an important role in 
monetary history and involves economic principles of great interest. 
In a bimetallic system both gold and silver are concurrently used 
as materials for the standard money, and the monetary unit is de- 
fined as either a certain weight of standard gold or a certain weight 
of standard silver, the law prescribing also the exact composition 
of each standard metal. The ratio between the weight of pure silver 
in the silver unit and the weight of pure gold in the gold unit is 
called the mint ratio, coinage ratio, or legal ratio. There is free 
coinage of both gold and silver, and the standard coins of either 
metal are unlimited legal tender. 

For example, the monetary system first established by the United 
States of America (in the year 1792) was a bimetallic system. The 
standard coins were the silver dollar and certain gold coins. All the 
coins were unlimited legal tender. The gold dollar contained 24,75 
grains of pure gold and 2.25 grains of alloy, a total weight of 27 
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grains of the standard metal. The silver dollar contained 371.25 
grains of pure silver and 44.75 grains of alloy; ix., 416 grains stand- 
ard. The coinage ratio was therefore 371.25:24.75, or exactly 15:1. 
These weights were later slightly changed, and after 1837 the mint 
ratio was 15.988:1, the later famous “sixteen to one.’' 

Operation of bimetallism. Bimetallism gives rise to certain im- 
portant questions in addition to those which relate to mono- 
metallism. If debts may be paid either in gold coin or in silver 
coin, and if either kind of coin may be freely obtained at the mint 
in exchange for the respective bullion, will it make any difference 
which metal is used, and if so what considerations will determine 
the choice? Will both metals be actually used? 

The theoretical analysis essential to the answers to such ques- 
tions begins with consideration of the relation between the mint 
ratio and the market ratio, the latter being the latio betioeen the 
value of a given weight of gold and the value of the same weight 
of silver on the market. This ratio is of course the result of the 
respective values of gold and silver, which are determined in their 
turn by the demand and supply, and demand and supply depend 
respectively upon the uses of the metals for all purposes (not 
merely for money) and the conditions of mining. This ratio can not 
be controlled by law, and it is subject to frequent change, as is the 
ratio between the values of any two commodities. 

At any given time the market ratio must be either equal to, 
or less than, or greater than the mint ratio. Starting with the first 
case, let us assume, for purposes of illustration, a bimetallic sys- 
tem with a mint ratio of 16 to 1, and let us further assume that at 
a certain time the market ratio between silver and gold is also 16 
to 1. Under these circumstances, a given amount of gold will ex- 
change on the market for 16 times its weight of silver, and a given 
amount of gold will make at the mint exactly the same number of 
dollars in coins as 16 times its weight of silver. In this event there 
will be no reason for taking one metal to the mint rather than the 
other, and both metals will be coined. 

Taking now the second case, let us suppose that the mint ratio 
is 16 to 1, while the market ratio is 15 to 1. The market ratio is 
thus less than the mint ratio, no one will take silver to the mint, 
and only gold will be coined. Furthermore there will be an ad- 
vantage in melting down and using as bullion any silver coins 
which may then be in circulation. Silver coins thus tend to dis- 
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appear from circulation, gold is the only metal coined, and the 
only coins in circulation are gold. The effect is practically the same 
as gold monometallism. 

The opposite results follow if the market ratio is greater than 
the mint ratio; for example, a mint ratio of 16 to 1 and a market 
ratio of 17 to 1. Only silver will be coined, and the gold coins al- 
ready in circulation will tend to disappear. The effect is practically 
the same as silver monometallism. 

Gresham’s law. It is the metal which the mint overvalues in com- 
parison with the market ratio which drives the other out of cir- 
culation. Coins of the first metal may be obtained from the mint 
more cheaply than coins of the other, for the reason that the mint 
places a higher value on that metal in terms of the other than does 
the market. 

This principle is part of a broader generalization, known as 
“Gresham’s law,” which is fundamental to monetary theory and 
may be stated as follows: When two or more kinds of money of 
unequal value are in concurrent circulation, each being available 
for payments, the mferior tends to drive the better out of circula- 
tion. 

Adjustment of discrepancy between ratios. The forces set in 
operation by a discrepancy between the mint ratio and the market 
ratio have themselves a tendency to bring the ratios back to equal- 
ity. If the market ratio between silver and gold is less than the 
mint ratio, the existing silver coins gradually pass out of circula- 
tion, and new coins are made only of gold. The task of furnishing 
standard money, formerly shared by gold and silver, thus shifts to 
gold. This means an increased demand for gold and a consequent 
tendency for its market value to rise. On the other hand, silver 
being no longer used for standard money, the demand for silver is 
less, with a tendency for its market value to fall. The rise in the 
value of gold and the decline in the value of silver tend of course 
to increase the market ratio between them and so to correct the 
original discrepancy. 

It is possible theoretically that the equilibrium between the mar- 
ket ratio and the mint ratio might thus be restored before ail the 
standard silver coins had been eliminated. From that point the 
coinage of silver would be resumed, and the bimetallic system 
would go on as before, except that some of the silver coins would 
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be definitely lost and the circulating medium would contain rela- 
tively more gold and less silver than previously. 

The opposite train of events would occur if the market ratio were 
greater than the mint ratio; Le., increased demand for silver and 
decreased demand for gold, lowering of the market ratio, and 
theoretical possibility of bringing the two ratios together. Exactly 
how great a discrepancy between the market and mint ratios could 
be overcome by the added demand for the overvalued metal 
depends among other things upon the relative conditions of pro- 
duction of gold and silver bullion and upon whether the burden 
is borne by a great nation or a small one, by a few nations or by 
many acting together. 

However, the effectiveness of this principle to perpetuate effec- 
tive bimetallism in the face of a fluctuating market ratio of gold 
and silver is strictly limited. The United States had a bimetallic 
monetary system from its first monetary law in 1792 until the year 
1873. Never in all those years was the market ratio maintained at 
equality with the mint ratio. There was in actual effect always 
either silver monometallism or gold monometallism. France, dur- 
ing most of this period, also had bimetallism, with a mint ratio, 
however, that was very close to the market ratio. She was for a time 
successful in keeping both metals in concurrent circulation, but 
had France not abandoned bimetallism in 1873 she could not pos- 
sibly have maintained the equality of mint and market ratios in 
face of the falling price of silver. 

We may conclude that the automatic principle will operate prac- 
tically only at a time when the difference between the mint ratio 
and the market ratio is extremely small. 

Continued interest in bimetallism. Throughout the last quarter 
of the nineteenth century, after the gold standard had become en- 
trenched in the leading commercial nations, interest in bimetallism 
continued. The problem was accentuated by the declining price of 
silver and the rising price of gold at this time. Demand for the 
restoration of bimetallism arose, coming chiefly from the producers 
of silver, the debtors who were suffering from the trend of falling 
prices, and those traders who found that the declining rate of 
exchange on the silver-standard countries made trading with these 
countries increasingly difficult. 

A common argument advanced in behalf of bimetallism is that 
it makes a greater quantity of money available and hence checks 
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a downward price trend. In reply it may be pointed out, first, that 
there is no scarcity of gold today, only a maldistribution of the 
stock. In the second place, the solution for monetary crises and 
falling prices is to restore confidence in the normal credit system, 
not merely to increase the stock of money. 

It has also been claimed that bimetallism would tend to make 
the value of money more stable than it is under a monometallic 
system. This argument relies on the assumption that any discrep- 
ancy between the ratios would tend to be self-correcting, thus pre- 
venting the disappearance of either gold or silver from circulation. 
This assumption, as we have seen, has not been borne out by actual 
experience. Moreover it is assumed that a change in the value of 
one metal wmuld be offset by an inverse change in the value of the 
other, thus leaving the aggregate value of the monetary unit un- 
changed. However, there is no certainty that the value of gold and 
silver will not fluctuate together and thus magnify the currency 
instability rather than reduce it. Experience has shown that a single 
country is unable to remain on a bimetallic standard, and bi- 
metallism on an international scale has never been tried. 

The last argument in favor of bimetallism that merits serious 
discussion is that which claims bimetallism would give more stable 
exchange rates with silver-using countries. Though this argument 
might have some theoretical validity, it is of no practical conse- 
quence today due to the universal abandonment of the silver 
standard. 

Irredeemable money systems: Origin and essential features. The 
distinguishing characteristic of an irredeemable paper money sys- 
tem is the absence of any standard money whatever. And by defini- 
tion there can of course be no representative money. The monetary 
authority, whether it be the government or the central bank, no 
longer redeems money either in a commodity of intrinsic value or 
in the money of any other nation. 

While it is perhaps conceivable that an irredeemable paper 
money system might be originally established without reference 
to a previously existing standard money system, this has as a mat- 
ter of history never occurred. Actually the origin is to be found in 
the suspension of specie redemption of the representative elements 
(generally government notes or bank notes) in a standard money 
system. This action calls into operation “Gresham^s law,*' the work- 
ing of which forces out of circulation the standard money and any 
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Other forms of money which may still be redeemable, The irre- 
dcemable paper money thereafter becomes the basis of the system. 

The world’s monetary history is replete with examples of irre- 
deemable money. To mention early experience in America only, 
irredeemable money was a commonplace among the colonists; the 
chief monetary medium of the Revolution, the Continental bills 
ot credit, were irredeemable money; and the greenbacks of the 
Civil War put the nation on an irredeemable money standard 
from 1861 to 1879. 

Up to the time of the depression beginning in 1929, nations had 
rarely given up their standard money systems except under the 
pressure of war or of some other crisis. Departure from the standard 
money system was a symptom of financial weakness. In recent years, 
however, many nations have abandoned the gold standard in favor 
oi irredeemable money systems, not because they were actually 
forced to do so or because their metallic reserves were in danger 
of exhaustion, but for reasons of deliberate policy. 

The irredeemable money system, like the standard money system, 
may comprise several different kinds of money. The basic money 
will generally be either government notes or bank notes. Frequently 
both of these forms of credit money will be in use, the bank notes 
being redeemable in government notes. Token money is generally 
present, performing the same function as in a standard money sys- 
tem. It is not redeemable in standard money, though it may 
be redeemable in other forms of money of larger denomination. 
The token money may be paper notes instead of coin. Bank de- 
posits of course play the same role as in a standard money system, 
deposits being payable in the irredeemable paper money. 

It may at first sight be hard to understand how irredeemable 
money can have any value at all, or why anyone should consent 
to receive such money. Some of the reasons were stated earlier in 
the present chapter, and the fact that people do accept irredeem- 
able paper money is demonstrated over and over in the annals of 
the world’s monetary history. Force of habit and the lack of any 
better currency continue the use of irredeemable money even when 
the chance of future redemption has become virtually nil. 

Paper money may deteriorate so far in value that it ceases to 
function as a store of value, yet so long as the paper money still 
serves its function as a medium of exchange, people will continue 
to use it. Each individual feels that he can accept the money so 
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long as he can pass it on to others, and so the one essential char- 
acteristic of money, general acceptability, is maintained. The Con- 
tinental bills of credit of the American Revolution circulated till 
they were worth less than one cent on the dollar. The common 
people of Germany after the First World War were still using their 
paper mark when its value in terms of gold coin was impossible 
to calculate. When it was finally stabilized, the government gave 
one gold mark for one trillion marks of the paper money! 

General abandonment of the gold standard. Upon the outbreak 
of the First World War all European countries, neutrals as well as 
belligerents, abandoned the gold standard in order to safeguard 
their metallic reserves, and most other countries followed suit. 
Irredeemable money systems, consisting generally of the notes of 
central banks, prevailed throughout most of the world. 

The United States was one of the few nations still adhering to 
the gold standard during this period. Even in the United States 
an embargo on gold exports was enforced from late in 1917 to the 
summer of 1919, and while redemption of other forms of money in 
gold was not refused, it was discouraged. During this period there- 
fore the United States was not completely on the gold standard. 

The period of recovery between 192S and 1929 witnessed a con- 
certed return to the gold standard. Certain small countries — for ex- 
ample, Turkey and Spain — failed to take part in this restoration 
movement, but some thirty other countries did so. England re- 
turned to gold in 1925 at the prewar valuation of the pound. Many 
other nations, such as France, Italy, and Belgium, reduced the gold 
content of their monetary units upon returning to the gold stand- 
ard. 

The depression overthrew the gold standard again. In 1929 and 
the years following, one country after another — ^more than thirty 
countries by March, 1934 — ^abandoned the gold standard, most of 
them for the second time. England stood out for many months, but 
was forced off gold in September, 1931. The United States aban- 
doned the gold standard in 1933. The British dominions, the 
Scandinavian countries, and certain others subsequently regulated 
their currencies so as to maintain a determined relationship to the 
pound sterling and thus came to be known collectively as the ster- 
ling area. Only a small group of nations — France, Belgium, Hol- 
land, Switzerland, Italy, and Poland — ^remained in 1934 to consti- 
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tute the gold bloc/ resolved to defend the gold standard against 
the forces threatening its complete overthrow. However, the main- 
tenance of their old gold parties in the face of about a 40 per cent 
devaluation of the pound and of the dollar resulted in an over- 
valuation of the currencies of the gold bloc countries. 

The resultant loss of exports, falling prices, and domestic credit 
deflation finally forced these countries to abandon gold in the 
autumn of 1936. France left the gold standard and devalued the 
franc on September 25, 1936, concurrently entering, with Great 
Britain and the United States, into a tripartite agreement to work 
together on a day-to-day basis to maintain stable exchange rates for 
their three cuiTencies. The other gold bloc countries likewise de- 
preciated their currencies, and some joined the other three powers 
to maintain exchange stability. 

Recent American monetary experience: Abandonment of the 
gold standard. The crisis of 1929 did not develop weaknesses in 
the American money system as such, but it did accentuate certain 
delects of long standing in the banking mechanism, which pro- 
gressed to a state of almost complete collapse late in 1932. Runs 
upon the banks, withdrawal of money for hoarding by frightened 
depositors, and wholesale bank failures led the governors of sev- 
eral states to order all their banks closed in February and March 
of 1933. 

On March 5, 1933, only one day after his inauguration, President 
Roosevelt by executive proclamation ordered all the banks in the 
United States to be closed on March 6 and took the first steps in 
abandoning the gold standard. The proclamation of March 5, 1933, 
went further and forbade, except with special government license, 
the export of gold or silver or the paying of gold or silver by any 
bank. Simultaneously the United States Treasury ceased redemp- 
tion of gold certificates' and all gold payments. 

Four days later the emergency banking act of March 9 confirmed 
the President's proclamation and further authorized the President 
to regulate or prohibit hoarding of gold or silver and to require all 
persons to surrender to the United States Treasury all gold coin 
and bullion and gold certificates in exchange for other kinds of 
money. These provisions as to gold were immediately put into 
effect. It was generally expected that at the end of the banking 

1 Germany and a number of central and eastern European nations remained 
nominally on gold but imposed restrictions on foreign exchange. 
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crisis the nation would return promptly to the gold standard. Ac- 
ceptance of this understanding is demonstrated by the fact that 
foreign exchange rates registered no immediate depreciation of the 
dollar. 

Actually, while the acute banking crisis was virtually over in a 
week, no move was made to restore the gold standard, and on 
April 19, 1933, the President proclaimed an embargo of indefinite 
duration on gold exports, having previously extended the regula- 
tions against hoarding of gold by individuals. This was formal 
notice of indefinite abandonment of the gold standard. The proc- 
lamation was immediately reflected by depreciation of the dollar 
on the foreign exchange markets of the world. 

The concluding act came on June 5, 1933, when the President 
approved a joint resolution of Congress which canceled the gold 
clause in ail federal and private obligations, making them, as well as 
all other contracts and debts, payable in any form of legal tender. 
This action led to lawsuits ultimately involving some 100 billion 
dollars in gold-clause obligations. On February 18, 1935, the Su- 
preme Court rendered a 5 to 4 verdict in favor of the government, 
holding that creditors must accept in depreciated currency, dollar 
for dollar, the sums named in their contracts, and that, while the 
government's action in repealing the gold clause in its own contracts 
was unconstitutional, plaintiff had no case against the government 
because no actual damage had been shown. The government sub- 
sequently enacted legislation designed to guard itself against 
further suits in this connection. 

Devaluation of the dollar. The first Roosevelt Admipistration 
was confronted with a host of economic problems. The United 
States, as well as the rest of the world, was in the throes of a serious 
depression. The banking system was at the point of collapse. Un- 
employment was mounting to dangerous heights. Prices, particu- 
larly of those staple commodities, such as wheat and cotton, which 
are sold on an international market, had been declining since the 
1929 crisis. 

Monetary policy was geared to implement the rest of the Ad- 
ministration’s economic program. It was felt in Administration 
circles that in order to encourage private enterprise and increase 
employment, prices had to be raised. Therefore it was considered 
necessary first to cut the monetary system loose from gold and then 
to depreciate the value of the dollar in terms of gold. Depreciation 
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of the dollar was sought by means of an extensive program of gold 
purchases, begun late in October, 1933. The offer by the govern- 
ment to purchase gold with dollars was of course equivalent to an 
offer to sell dollars for gold, and any buying price set above the 
former gold standard rate was equivalent to depreciating the gold 
price of the dollar. The government began to buy newly mined 
domestic gold at $31.36 an ounce, far above the old gold standard 
price of $20.67 an ounce. Shortly thereafter this program was ex- 
tended to include buying gold abroad, and the buying price was 
successively raised until it reached $34.45 an ounce on January 
15, 1934. 

The results of the depreciation of the dollar were far from 
what had been expected. Although by January, 1934, the price of 
gold was 59 per cent above the pre-devaluation level, wholesale 
prices had risen only 20 per cent. Even this small rise in prices 
probably can be attributed to nonmonetary measures of the Ad- 
ministration and to the general upswing in business conditions 
rather than to the devaluation program. 

Gold reserve act and proclamation of 1934: Nationalization of 
gold. The gold-purchase program was followed on January 30, 1934, 
by the far-reaching gold reserve act and the accompanying procla- 
mation of January 31, which devalued the dollar and nationalized 
gold. These measures provide that there shall be no gold coinage, 
no circulation within the United States of gold or gold certificates, 
no free redemption of currency in gold, no dealing in or holding 
of gold except under Treasury license; they empower the Treasury 
to deal ^ gold so as to maintain the parity of all kinds of currency, 
and they provide that gold bullion shall be made available under 
Treasury license for the settlement of international balances. 

The Treasury buys all gold presented, except such as may be 
known to have been hoarded in violation of the orders established 
in 1933, subject to the usual mint and handling charges; hoarded 
gold remains subject to confiscation with a 100 per cent penalty 
charge, although in practice the Treasury has been purchasing such 
gold at the former mint price of $20,67. 

Title to all gold coin and bullion held by the federal reserve 
banks was transferred to the Treasury in return for a payment in 
gold certificates at a rate determined; by the old gold content of 
the dollar. These new gold certificates are held by the banks as 
final reserves and are redeemable at the Treasury only when gold 
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bullion is needed to settle foreign balances. The notes of the fed- 
eral reserve banks are now redeemable in “lawful money/' which 
means other forms of paper money. Coinage of gold has been 
stopped, and ail gold held by the Treasury has been converted into 
bars. 

The new monetary unit. The gold reserve act also prescribed that 
the weight of gold defined as a dollar should not be more than 60 
per cent of the former weight and granted the President continuing 
power to make successive revaluations within specified limits for a 
period of three years. This grant of power was subsequently ex- 
tended until June 30, 1943, when Congress allowed the power to 
expire. 

It was directed that any increase in the value of gold (i.e., the 
number of gold dollars equivalent to an ounce of gold) then held 
by the Treasury resulting from a reduction in the weight of the 
gold dollar should be carried in the Treasury as a miscellaneous 
receipt and that, in the event of any increase in the weight of the 
gold dollar, the reserve for notes and the security for gold cer- 
tificates should be correspondingly augmented by a transfer of gold 
from the general fund of the Treasury. 

The President immediately fixed the gold content of the dollar 
at 15% 1 grains, %o equivalent of an even $35 an ounce 

as the dollar price of gold. The gold dollar since 1837 had con- 
tained a pure gold weight of 23.22 grains and a standard weight 
(Le.y %o gold, %0 alloy) of 25.8 grains. As now fixed, the dollar 
contains (approximately 13.7) grains of pure gold and has a 

standard weight of 15 %i (about 15.24) grains. This is a reduction 
of the dollar to 59.06 per cent of its former weight. 

Legal tender. The act of June 5, 1933, which abrogated the gold 
clause in public and private contracts, enacted that “all coins and 
currencies of the United States (including federal reserve notes 
and circulating notes of federal reserve banks and national bank- 
ing associations) heretofore or hereafter coined or issued, shall be 
legal tender for all debts, public and private . . This makes all 
forms of money, apparently even the small-change coins, unlimited 
legal tender. 

“Gold profit” and stabilization fund. The dollar value of the 
Treasury’s gold was increased by the devaluation of the dollar to an 
amount slightly in excess of two and three-quarters billion dollars- 
The federal reserve banks were left with a claim to as many dol- 
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lars’ worth of gold as before devaluation. But since the new dollar 
contained only 59 per cent of the former weight of gold, the banks’ 
share of the total gold in the country’s monetary stock (measured 
either by weight or by dollar’s worth) was reduced to 59 per cent 
of what it had been. 

The gold reserve act gave the Secretary of the Treasury power 
for a period, originally of three years but later extended, to deal 
in gold, foreign exchange and any other necessary instruments, in 
order to stabilize the exchange value of the dollar. A fund of two 
billion dollars was provided for this purpose, to be taken from the 
increased value of the Treasury’s gold which might result from 
devaluation, with the permission that any portion of the fund 
not being currently used in stabilization operations might be used 
by the Secretary of the Treasury for the purchase of government 
obligations. 

Silver policy. With the abandonment of the gold standard, the 
silver issue once more achieved prominence. Agitation for increased 
recognition of silver in the monetary system was insistent and led 
to a number of legislative enactments. 

The Thomas amendment to the emergency farm relief act in 
193S authorized the President to accept silver up to two hundred 
million dollars’ worth, on the basis of fifty cents per ounce, in pay- 
ment of the allied war debts due in 1933 and to issue silver cer- 
tificates against the silver so received. A number of payments re- 
ceived in 1933 were thus made in depreciated silver. 

At the ill-starred world monetary and economic conference in 
London in July, 1933, an agreement was negotiated designed to 
raise and stabilize the price of silver. As its share of the plan the 
United States agreed to purchase tw^enty-four and a half million 
ounces of silver a year. In effect the agreement called upon this 
country to protect the price of silver against whatever damage 
might be done it by the limited disposal of some of India’s surplus 
stock. 

In December, 1933, the President, acting under the provisions of 
the gold reserve act, announced that the United States mints were 
open, during the next four years, for the purchase of all the silver 
mined in the country at the statutory price (unchanged since 1837) 
of approximately |1.29 per ounce, the producer however to re- 
ceive only half of this amount, or approximately 64.5 cents per 
ounce, while the balance represented a 50 per cent seigniorage 
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charge, or profit, to the government.^ This was 21 cents above the 
current market price at that time. 

Demand for further action on behalf of silver persisted and came 
to a head in June, 1934, when Congress passed the silver purchase 
act. The Secretary of the Treasury is directed to buy silver as he 
may deem it advisable at a price not above its monetary value 
(1 1.29), except that in the case of silver in the United States prior 
to May, 1934, the price may not exceed 50 cents. The Secretary 
may sell silver whenever its market price is above its monetary value. 
The purchases are to continue until silver constitutes 25 per cent 
of the monetary stock of the country. Silver certificates, now made 
full legal tender, must be issued at a face value not less than the 
cost of all the silver bought, and they may be issued in an amount 
not larger than the statutory valuation of the silver. 

By the same act the President was given power to combat the 
hoarding of silver by nationalizing the commodity, which he did 
by executive order in August, 1934. 'The order required the de- 
livery of silver bullion to the Treasury within 90 days at 50 cents 
an ounce. The Treasury promised to see that adequate supplies of 
silver would always be available at a fair price for legitimate com- 
mercial purposes. 

So far as the American monetary system is concerned, the action 
taken with regard to silver has thus far been of little significance. 
The United States Treasury has acquired a considerable amount of 
silver bullion. There has been a moderate increase in the circulat- 
ing medium through issue of silver certificates. However, from June 
30, 1933, to April 30, 1948, the stock of silver dollars and bullion 
in excess of the requirements for backing the certificates increased 
only 128 millions, and only 1,902 millions, or 4.5 per cent of the 
total increase of 42,099 millions in the monetary stock of the nation 
between these two dates, are due to silver acquisitions. Of the silver 
bullion held by the Treasury on April 30, 1948, there were only 188 
million dollars' worth not already pledged to redeem outstanding 
silver certificates. 

The announced one-to-three ratio between silver and gold in 
the monetary stock is of no immediate practical significance. The 
present stock of silver dollars and bullion is far short of the amount 
required and is not likely to reach the announced ratio in the near 

1 A charge made by a government for coining bullion is called seigniorage if 
it exceeds, and brassage if it does not exceed, the actual expense of coinage. 
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future. And in any event the ratio means little in a monetary system 
which has largely lost connection with the Treasury's stock of gold. 
Only as presaging a future return to bimetallism is there real mone- 
tary significance in the present silver purchase policy. The essen- 
tial result of the policy is to grant silver producers a government 
subsidy. 

The present American monetary system. The gold reserve act 
and following executive order completed the process by which the 
United States definitely abandoned the gold standard and went 
onto a new money system. 

Subject to certain formalities and at the option of the Secre- 
tary of the Treasury, gold may be obtained in return for paper 
money for export and for domestic use commercially and in the 
arts. The restrictions which are now contained in the monetary 
system of the United States were designed primarily to make im- 
possible the hoarding of gold, while not interfering unduly with 
its use for paying foreign balances or in the arts. This involves 
denial of free coinage and of the use of gold coin in circulation and 
withdraws the essentials of a standard money system; i.e,, free re- 
deemability of all forms of paper money in gold at the pleasure of 
the holder and a free gold market, both domestic and for export. 

The United States Treasury is obliged to purchase gold bullion 
whenever offered at the rate of |35 an ounce. This of course pre- 
vents the value of the paper money from ever rising above that 
ratio in terms of gold. On the other hand, the right of the citizen 
to receive gold bullion for export in exchange for paper money at 
$35 an ounce will keep the money from falling below that ratio in 
the international market so long as the Secretary of the Treasury, 
in the exercise of his discretion, permits such redemption without 
undue restriction. Exchange of paper money for gold for domestic 
use in the arts,, also limited and at the discretion of the Secretary 
of the Treasury, is clearly not a sufficient redeemability to assure 
the gold value of the paper money internally, though it does 
maintain a certain limited relation between the paper money and 
gold. The present American monetary system, though correctly 
classified as an irredeemable paper money system, is thus not turned 
entirely adrift from gold as in the extreme forms of irredeemable 
paper money systems. 

The accompanying table shows the composition of the United 
States monetary system as it was on June 30, 1947. Comparison with 



o 

H 




« e ] 

e 

<s 








ON ON LO I>> nO 

NO 

CO to 

GO 

\0 T-I r-f o to 

CM 

NO ON o r- 

so I 

: CM r-H 

cO 

T-H sO to CO 

r-- 

o O^ <N 


ur^ ON I 


O^ 

o^ 

ON 00 Lo cC -x 

NO 

CO irT! 

coC 

-rH*' so ocr CO <oC 

00 

CM X <N NO CNJ 

<7n ! 

00 00 I 

NO 

CO xf to -r-< O I 

NO 

co T-< m cn 

nO^ 


NO^ 

NO t—i CO to NO 

f* 

00 CO cC r^'' 

no'' 

trT xf 

coC 

scT t-T t-T lo NO 

C3 

\0 CON "X x to 


to to 

o 

Xi- O NO xj* 

NO 

T-I xf CN C5N CO 

CON 

C!N <N 

CNl^ 

CO T-<4 cO Xf 

CNJ^ 

fo"' t-T 

ncT 

r-T of 

xj^ 

I 

in' 

C>J 

CNl 

CM 

cs 

CN I 

CM 


es. 

fi. 

>; 

o 


w 

H 

c/D 

Q 

tq 

H 

D 

0 

h 

{jq 

S 

pq 

H 

CO 

;z: 

o 

l-H 

h 

< 

,qi 

o 

P4 

)»( 

o 


3 

CO 


cu 

cd 

u 

c h 

.2 (S 

CtS 

3 


. O , 

, CO xf 

CX3 \ 

TT-C S3 I 


cO T-I (On uO 

to 

q 

-rH q 

tn 

q I 

q 

r-* O NO Xf 00 

ir-< 


NO ni 

I 

CON 

CO CO ; 

rH 


CNi ' ■ c4 o i 

S| 

NO* 

NO 


f— t fl ^ 
ca «1 rj 

'S « ^ 

W P § 


CO 

•S s§ 


ffi 


>, 

CD 

c 

O 

3 


XJ 

c 

2 


o 

Q 


o 

m 

tn 

o 

<3N 

NO 

lO 

CO 

NO 


00 

tn i 

00 

cO 

CO 

CO 


xf 

CO 

NO 

o 

NO 

NO 

(ON 

xf 

o 

r- 

CM 

•-n 

00^ 

CN^: 

NO^ 




<» 


cq 

00 

c> 

T— • 

CO 

CnT , 

xp 

xf' 

t-T 

irT 

to 

o' 

TH 

no" 

r-T 

t-T 

'r-T 

ccT 

irT 

m 

xf 

CO 1 

CO 

T”* 

NO 

00 

CM 

xf 

m 


CO 

NO 

r- 

co^ 

CO 


CO 1 

vq 


q^ 

Xf 

'TH 

CM 

cq 

cqi 


xf^ 


CM 

CnT 

C3N 

in 

cC 

to 

O 

r-T 

cT 

r-T 

cc\ 

cm" 

no" 

m ' 

o 

xf 

G \ ; 

Tf 

o 

to 



o 

O 

CO 

NO 


1-t 

CON 

CO 

cc^i 


q^ 

q^ 

CO 


T-i 

CO 

xf ! 

(M^ 





T— r 


CnT 

CnT 





co' j 

xj^ 












CM 1 

CN3 

iCsl 


ON T-t irj 

NO r^ o 

'X Cn^O^ 

CtC (vf «o 

CNJ Tf <N 

OcT no' ON 
NO cn X 
r-H CO CN 


00 

xf so 

CO 

O CN 

CN 

i so 

o tn 

tn 

NO 

CN 

(ON 00 

r-- 

O Xf 

xf 

m 

m NO 


CO 


NO m 


m r- 

CN^ 

00 

r-^cM^ 

q 

xf^ 

cc^ 1 

co" co" 

o" 

<S 

to 

xf 

I irT xj^ 

r-'" 

cm" 

tn 

CN] 00 

NO 

xf CM 

NO 

NO 

xj- so 


CTn 

cq 

CN NO^ 

Xf 

xq q^ 

xf 

q 


cq 

q 

cm" 1 

con" fC 

o" 

in' irT 

o" 

xf 

1 cO 

r-" 

tn 


CM 

xf 

T-t Xf 

NO 

CO 


O ! 





00^ CM 

q^ 



CN 

(ON 




cm" 

co" 






00 lo 

00 T-^ 

IT} ^ 


CO 

xf 

Xf 

CM o i> tn 

xf 

xf 

CO 

00 

CN CO CO -H 



cq 

q 

q xf qq 

q 

xf' 

CO 1 

c<^ 

M-" I -f-T cm" CD 

ocT 

O 

CM 

CM 

CN NO xf so 

tn 

q 

—4 1 

r-< 

T-( CO xf cO 

q 

no" 

xT 1 

Xf"! 

cm" 1 o" 

ccf 

l> 

CS 

(On 

tn 

m 

xf^: 

O 

q 



in" 

o\ 

ctT 



CM 

T—l 

C-' 




t: 

^ pq 


c 

= 5 


fl 

b'o 

rt O 


o 

ffl 

X 

g 

c 

’o 

a 


CJ .5 ^ 

=S 13 —1 


||||5S 

O w w H « <i 


u o 

CG S 3 

•43 1: *2 

h <u C 

ao o 

t) g 3 
O 3 ’5 
H 


I 

o ^ 

wj 43 

5 ^ w 

TJ 3 G 

V « O 

•G £ 

S3 Sh G 


o 

Iz; 

, ^ o 

’ §1 
pq ^ 


CD <U 
Vi xn 
V <D 

pq »5 


Cc 

5 




6 

bbl 

G ^ 

•3 S 

§ S 

g ^ 

cu .-Si 


1 ^ 

•1 « 
g I 

as 5 

2 2 
Ca 

-S s 

o "« 


B ^ 

8 p 

•1*^ 

3 

o£ 

'S's 

2 3 




CD 


CO 

>% 


<u C 

O I 
;2; S 

a £ 3 3 

TJ T! 1=* 
a-* o -0 
fSD fi« H H 


3 

+- 3 

.3 M 

'tJ CO 
CD . 


I § 

J2: CO 


C50 CN O ' 


27'7 



PRINCIPLES OF MONEY 


278 

corresponding figures for June 30, 1932, discloses certain important 
changes. 

The dollar value of the gold holdings of the Treasury is over 
seven times what it was in 1932 (partly due to reduction of the 
unit). This is all in the form of bullion. There is no longer any 
gold coin in circulation. The amount of gold certificates has in- 
creased greatly, but these are mostly held by the Treasury and the 
federal reserve banks and agents; only 46 million dollars are still in 
circulation. The principal part of the gold certificates in the Treas- 
ury is due and payable to the federal reserve banks. 

Almost two billion dollars’ worth of silver bullion has been 
acquired by the Treasury. No substantial change has taken place in 
the silver dollars, but the stock of silver certificates has more than 
quadrupled. Silver certificates are redeemable in silver dollars, and 
the Treasury is required to maintain the value of the silver dollars 
at a parity with other kinds of money, as before. From 1932 to 1948 
federal reserve bank notes increased a hundredfold and federal 
reserve notes eightfold, while United States notes remained at the 
same amount, and national bank notes were reduced by over 600 
million dollars. 

The currency system of course includes as always individual bank 
deposits subject to check. Deposits are payable in lawful money, all 
forms of money being now legal tender. 

EXERCISES 

1. The silver dollar contains 371.25 grains of pure silver. There are 480 

grains in an ounce. 

(a) The market price of silver today is about 75 cents per ounce. What 
is the intrinsic value of the silver dollar? 

(b) At what price of silver would the silver in a dollar actually be 
worth a dollar? 

(c) Suppose silver dollars were recoined into an equal number of 
dollars of lighter weight, and the surplus silver sold as bullion. 
How would this affect their intrinsic value? Their value as coins? 
How would it affect silver producers? Industrial consumers of silver? 
Explain in each case. 

2. The following figures indicate the weight of pure gold in the gold 

dollar at different periods in our monetary history: 

1792-1834 24.75 grains of pure gold 

1837-1933 23.22 grains of pure gold 

1934- 13.71 grains of pure gold 

(a) Determine the mint price per ounce for gold, during each of these 
periods. 
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(h) Daily quotations are to be found in the newspapers for silver, but 
no quotations for gold. Why? 

(c) Prior to 1933, Congress had fixed the weight of the gold dollar at 
23.22 grains of pure gold, and the weight of the silver dollar at 
371.25 grains of pure silver. The price of gold was fixed, while the 
price of silver fluctuated. How was this possible? 

3. After 1873 the market ratio rose as high as 80 to 1. At that ratio w’hat 
was the market price of silver? Why did not silver coin drive out gold 
coin and leave the United States on a silver standard? 

4. What w^ould be the weight of the gold dollar if the mint price for gold 
were fixed at |20 an ounce? 524 an ounce? $30 an ounce? $35 an ounce? 



CHAPTER XV 


Principles of Banking 

Nature of credit: Financing production. To pursue further the 
process by which goods and services are exchanged under modern 
monetary systems, we need to inquire into the operations of the 
banking system. As was stated in the preceding chapter, bank de- 
posits, resulting from credit provided through normal banking 
processes, constitute in the United States and other Western nations 
by far the largest portion of the currency. Moreover, in a stage of 
advanced division of labor, banking provides the machinery for 
assembling savings and even for creating the credit required to 
facilitate the production and distribution of the maximum flow of 
goods and services to satisfy human needs. In these two respects, 
banking plays a central and critical role in the proper functioning 
of a free economy. 

Let us for the moment assume a very simple type of productive 
organization. There are only manufacturers, wholesalers, retailers, 
and consumers. Goods pass in a direct line from the manufacturer 
to the wholesaler, to the retailer, and to the consumer. There are 
no banks or other financial houses to assist any one of them. When 
the manufacturer buys materials and pays wages he must pay in 
cash. When the wholesaler buys goods from the manufacturer he 
pays cash for them; the retailer and the consumer do likewise. 

The financial functions of these persons seem slight, but are they? 
The manufacturer is compelled to use his own funds while he is 
manufacturing the goods; the wholesaler ties up his resources in a 
stock of goods until he has disposed of them to the retailer; and 
the retailer is in the same position. Even the consumer may buy 
somewhat in excess of his immediate needs. As a matter of fact, each 
one is financing himself. 

Some of the consumers, let us assume, find it impossible to pay 
for the goods immediately, and they induce the retailer to ‘"trust” 
them for small amounts. But as a result of this situation the re- 
tailer may find himself unable to pay cash for the goods he buys 
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trom the wholesaler. He is confident that, if he were given three 
months in which to make payment, he could sell a certain amount 
ol goods and secure payment from his customers, and so he sug- 
gests to the wholesaler that he be allowed to purchase the goods 
on the basis of deferred payments — that he be given three months' 
credit. 

II the wholesaler agrees to this, he assumes the burden of financ- 
ing the retailer as well as himself. Obviously to do this he must 
have fairly large resources or be compelled to curtail the extent 
of his operations, provided he still pays the manufacturer cash on 
delivery of goods. But he may make to the manufacturer the same 
plea xvhich the retailer made to him, urging in extenuation his 
treatment of the retailer. 

If the manufacturer accedes to his request, he is financing himselh 
the wholesaler, the retailer, and the consumer. He is selling goods 
and receiving in exchange a written or verbal promise to pay for 
them some time in the future. 

Definition of credit. Here we see the essence of the credit system. 
Credit involves the purchase of something in the present — mer- 
chandise, money, or services — agreeing to pay for it in the future. 
In business the amount and time of the future payment is usually 
determined, and the payment is almost always made in money or 
some other form of currency. But this is not necessarily so. A farmer 
may borrow a few bushels of seed wheat, promising to return a cer- 
tain number of bushels of wheat when his crop is harvested. 

The credit system is conditioned on the willingness and ability 
of individuals or of business organizations to advance present 
goods, whether money, merchandise, or services, in return for a 
promise to pay in the future. It therefore depends on the existence 
of a surplus, over and above present needs, which can be placed at 
the disposal of others. 

In our present example credit has been entirely of the type we 
shall call commercial credit; that is, it has been extended by the 
manufacturer, the wholesaler, or the retail merchant. This held 
true in the main of the industry and commerce of former times. 

The financial houses devoted exclusively or primarily to financ- 
ing businessmen are of fairly recent origin. For although it is true 
that banks have existed for many centuries — the Bank of Venice 
was founded in the twelfth century— and that we find money lend- 
ers and financial houses of importance in the medieval period, Ihcf 
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were the exceptions to the general rule, and the producers were 
forced to rely on their own or their families' resources or on each 
other. It was not until the eighteenth and nineteenth centuries that 
banks and other institutions so increased in number and resources 
as to become a vital part of the economic fabric and that hank 
credit (a promise by a bank to pay) surpassed in importance what 
we have here called commercial credit (a promise by a manufac- 
turer, wholesaler, or retailer to pay). 

The function of credit: Credit in general. Although bank credit 
has become of predominant importance in the economic organiza- 
tion, it would be an error to ignore the service of commercial 
credit; i.e.^ credit extended by the manufacturer to the wholesaler, 
or by the wholesaler to the retailer. In many transactions the banker 
is not called upon for credit. The manufacturer is able to take care 
of himself, or the producer from whom he gets his raw materials 
gives him time in which to work them up and pay for them. 

Credit, whether commercial or banking, is a sort of solvent 
factor in our organization, enabling us in a sense to make use of 
future goods at the present time. For society as a whole this can- 
not hold true of course, but it can for a given individual, for he 
gets present goods in return for a promise to pay in the future, 
and the transaction is conditioned on the belief of the lender in 
the borrower’s ability to produce goods or services at some time 
in the future. 

Credit, which enables some to make present use of the surpluses 
of others, facilitates that smooth working of the productive appa- 
ratus which is essential to economy. It is one of the factors which 
promote efficiency in production and which therefore tend to keep 
the output of consumable goods at a high level. 

Bank credit: Pooling of savings. Bank credit performs this func- 
tion in society better and more cheaply than other kinds of credit. 
The resources of any chain of producers are great, no doubt, but 
they are limited when compared with the resources of society as a 
whole, including the active leaders of business, those who are active 
in business as wage earners, and those who live on incomes derived 
from investments. The banks stand at the central point of the 
financial world and serve as reservoirs which attract the savings of 
all. They are in touch with more people and more lines of industry 
jthan the typical firm can possibly be. If there is for the time being 
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a surplus o£ funds in one line of industry, it can be made available 
for other industries. 

Without the bank as an intermediary, how for example would 
the proprietor of a cotton mill in Massachusetts know that the 
owners of brass factories in Connecticut had funds which would be 
idle for six months? And if he did discover this fact, how could 
such funds be made available to him? It might be done, but it 
would be difficult and costly. 

The bank stands ready to receive the funds of the Connecticut 
manufacturer and to pay him interest on a time deposit for six: 
months; it can loan these directly to the cotton manufacturer in 
return for a promissory note of six months' duration. The thing is 
accomplished directly, simply, and at little expense. The accom- 
plishment of this result is clearly an aid to production and so a 
service to society as a whole, not merely to the lenders and bor- 
rowers directly concerned. 

In performing the function of gathering together the savings 
of the community and making them available for use in produc- 
tion, the banks eEect an important economy in the use of the com- 
munity's savings. If every produce^ and consumer had no recourse 
to borrowing from the banks and had to keep on hand the funds 
to meet his greatest needs, much of the savings of the community 
would necessarily be hoarded and withheld from use in production. 
It is through the pooling of savings by banks, thus counterbal- 
ancing the high and low demand for savings of the different indi- 
viduals in the community, that the production system is enabled 
to obtain a much increased use of such savings as are available. 

Creation of credit. But while the banking organization dis- 
charges an essential economic function as an assembler and dis- 
tributor of savings, it is also the creator or manufacturer of credit, 
and in this role its activities are, as we shall see, both more sig- 
nificant and quantitatively more important. Through its processes 
of making loans and receiving deposits, the bank takes the credit 
of an individual, with its limited acceptability, and transforms it 
into a form of credit with much wider acceptability, which in 
Anglo-Saxon countries particularly has attained a position of 
predominance in the currency system. In the remainder of this 
chapter, we shall inquire into the principles and activities by which 
the banks perform these functions. 

Types of banking institutions. Many types of banking institu- 
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tions have developed during the history of banking, to perform 
in whole or in part the work of assembling and distributing sav- 
ings and of creating credit. Some of these institutions, such as the 
mutual savings banks, receive, hold or invest, and pay out upon 
application the savings of their customers. Trust companies are 
for the most part also commercial banks, but their characteristic 
function is that of handling estates and otherwise acting as trustees 
and executors. Note brokers, commercial paper houses, and finance 
companies are essentially middlemen participating, through buying 
and selling credit instruments of one type or another, in the 
process of providing funds to business firms. 

It is the commercial banks however which, tlirough the processes 
of what are called discount and deposit, play the predominant role 
in modern economic organization. These banks specialize in loan- 
ing to business firms funds which they have obtained through the 
deposit with them of savings or through their own creation of 
credit, and these activities give rise to the demand deposits which 
figure so significantly in the currency system. So important are the 
functions of discount and deposit that the commercial banks per- 
forming these functions are appropriately distinguished from ail 
other banking institutions by being designated banks of discount 
and deposit. 

Loans and discounts: Credit creation through lending. How 
bank credit comes into existence through the lending operations of 
a commercial bank may best be shown by following through in 
detail a loan transaction of a hypothetical moderate-sized city bank. 
Let us assume that J. C. Miller, a dry goods merchant in the town, 
is engaged in buying his stock of goods for the early spring trade. 
As is usual, he does not have enough capital of his own for the 
purchase of his entire stock but depends regularly upon the finan- 
cial assistance of his bank. He therefore goes to the bank and asks 
to borrow |50,000. The officers of the bank, after satisfying them- 
selves as to his character and the state of his business, agree to 


550,000 New Haven, Conn., October 28 , 1947 

Sixty days after date I promise to pay to the order of the 
City Bank fifty thousand dollars. Value received. 

(Signed) /. C. MILLER 
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accept his promissory note for |50,000 payable, let us say, sixty 
days from date. This note would be in some such form as the note 
shown at the bottom of page 284. 

Interest and discount. The compensation which the bank gets for 
supplying Mr. Miller with funds is called interest or discount, and 
the process is called loaning or discounting, depending upon the 
way the note is drawn. 

If the note is drawn with interest; that is, if Mr. Miller promises 
to repay at maturity the $50,000 plus interest at, let us say, 6 
per cent for 60 days, he is said to be getting a loan of $50,000 
and to be paying interest on $50,000. In this case, at the time of 
borrowing he receives $50,000 and at maturity will pay $50,500. 
The bank properly regards the promissory note as worth $50,000 
at the time of borrowing and so enters it among its assets. 

If however Mr. Miller writes his note for $50,000 without 
interest, the note is not worth $50,000 this day to the bank, and 
it must determine what value to allow him for it. The bank knows 
that 60 days from date it will bring $50,000; according to the prin- 
ciples of valuation with which the reader is now familiar,^ it might 
be supposed that the bank would determine what sum put at 
interest for 60 days at 6 per cent would amount to $50,000; namely, 
$50,000 ~ 1.01, which is $49,504.95. The $495.05 represents the 
true discount, or the amount by which the face value exceeds the 
present value of the note. 

Banks are accustomed however, because of the extra profit and 
the easier computation, simply to deduct interest at the agreed rate 
on the face value, leaving in this case $49,500. In banking par- 
lance the $500 is called bank discount or simply discount, and the 
$49,500 is called the proceeds. Mr. Miller in this case really procures 
only $49,500 from the bank but pays interest on $50,000. According 
to custom, the bank enters this note among its assets at $50,000, 
which involves an immediate overvaluation of $500. This is cor- 
rected by adding $500 to an item, "‘unearned interest,"' on the 
liability side of the bank’s statement. There is transfer from this 
item to undivided profits as notes approach maturity. 

The term discount is used both to refer to the interest deduction 
and to describe the whole process of evaluating and disposing of 
the note. In the financing of commerce the bank discount method 


1 See Chapter xm. 
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is most common at the banks, but there are many types of financing 
in which the loan method prevails.^ 

Proceeds, The next question is as to the form in which Mr. 
Miller shall receive the funds borrowed. There are ordinarily three 
forms: (1) money (other than the bank’s own notes), (2) the notes 
of the bank, (3) deposits. The first is simple enough and needs no 
explanation. In the second case the bank gives Mr. Miller, in ex- 
change for his promissory note, its own promissory notes. It is a 
swapping of notes. But the notes of the bank are money; they are 
generally acceptable throughout the community, and Mr. Miller 
has received what he wanted, the means for making immediate 
payment for his goods. Indeed the ordinary business man does not 
distinguish between two different kinds of money; to him there is 
practically no distinction between the first two cases. To the bank, 
as will appear later, there is a very real distinction. Both of these 
forms of payment however are the exceptional cases, at least in the 
United States. In the great majority of instances the borrower 
receives the proceeds of his note, not in money (“cash”), but in the 
form of a deposit credit. 

When money is taken to a bank and left — “deposited” — the bank 
credits the customer’s account on its books, and the latter obtains 
the right to withdraw the specified amount of money, or any part 
of it, at will. Now when a note is discounted the amount of the 
proceeds is (in the ordinary case) credited to the account of the 
borrower as a deposit, precisely as though he had brought money. 
If it is any aid to visualizing the process, it may be imagined that 
the customer received the proceeds in money and immediately 
stepped over to the receiving teller’s window and deposited the 
money. Actually however no money has been involved; this is 
indeed not a money transaction. It is once more a swapping of 
credit. The bank receives the customer’s promissory note and gives 
him in exchange the right to receive money from it on demand, 
which is essentially what he would have if he had taken instead the 
bank’s notes. 

Principal types of trade paper. We must now retrace our steps 
in order to consider the several forms of paper which may be used 
in ordinary commercial borrowing at a bank. There is first the 

3- As is the case with raost economic categories, the terms “loan’' and “dis- 
count/* “interest” and “discount,” are loosely and interchangeably used by the 
public. 
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simple promissory note of the borrower. Such a note may be un- 
secured, or it may be secured by “collateral security/' In the latter 
case the borrower delivers to the bank along with the note certain 
property of his, worth at least as much as the amount of the note, 
with an agreement that if the note is not paid when due, the bank 
may sell the security and so reimburse itself for the note. Stocks and 
bonds of corporations and government bonds are the property most 
used as collateral security, though warehouse receipts for certain 
commodities, bills of lading, etc., may be used. 

In the example which we have used, Mr. Miller discounted at 
the bank a simple promissory note, either secured or unsecured, 
and obtained the |49,500 which he used to pay the wholesaler. 
The purchase of his stock in trade might, however, have been some- 
what differently financed. 

It is common practice for the wholesalers to sell to their customers 
on credit; that is, to accept their promissory notes in place of cash. 
If Mr. Miller has such an arrangement with a wholesaler, R. B. 
Norton, in the same city, he will give Mr. Norton in exchange for 
the goods his promissory note for |50,000 payable in 60 days. The 
wholesaler, Norton, being himself actively engaged in business with 
all his capital, will not be willing to hold Miller's note till ma- 
turity; he needs the cash before that and will therefore avail him- 
self of the services of the bank. Norton first endorses Miller's note; 
that is, signs his own name, thereby making himself liable for its 
payment in case Miller should not pay. He then takes the note to 
the bank, which discounts it precisely as when Miller borrowed on 
his own note. The proceeds are given to Norton, either in money 
or, more likely, as a credit to his deposit account. 

The note becomes the property of the bank, and when it is due 
Miller will pay, not Norton, to whom he gave the note originally, 
but the bank. A note thus endorsed is called “two-name paper" as 
compared with the simple promissory note of the maker, called 
“one-name paper." 

The paper offered to the bank may take still a third form; 
namely, the draft or acceptance. The retailer, instead of giving the 
wholesaler his promissory note in return for goods received, may 
give him the authority to draw upon him. This, in the case we are 
using for illustration, would mean that when Norton sent the goods 
to Miller he would write out an order upon Miller directing him 
to pay the |50,000 in sixty days to Norton's bank. This draft would 
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then be taken to Miller, who would accept it; that is, write the 
word “accepted’' and his signature upon its face, which is his 
acknowledgement of his obligation to pay at the maturity of the 
draft. This draft would be in form similar to that here shown: 


New Haven, Conn., October 28, 1947 

To J. C. Miller 

On December 28, 1947, pay to the order of the City Bank 
fifty thousand dollars ($50,000). 

The transaction which gives rise to this instrument is the 
purchase of goods by the acceptor from the drawer. 

Accepted at New Haven, Conn. 

October 28, 1947 

Payable at the City Bank, 

New Haven, Conn. 

(signed) /. C. MILLER (signed) R. B, NORTON 


A draft when thus accepted is called an acceptance. It is two- 
name paper, since the drawer, Norton, is liable as well as Miller, 
upon whom it is drawn. Mr. Norton then takes the acceptance to 
the bank and discounts it precisely as has been explained in the 
case of Miller’s promissory note discounted by Norton. At the 
maturity of the draft, Miller will pay the bank. These various 
forms of businessmen’s notes and drafts are all called trade paper. 

A bank’s balance sheet. The essential nature of this loan, as well 
as lending in general and other typical banking operations, may 
be more clearly comprehended by tracing through at this point 
the development of our bank’s balance sheet and, in the process, 
considering the effect of Miller’s loan on its financial condition. 

Since a commercial bank is ordinarily a corporation, its first 
balance sheet upon organization might read as follows: 

STATEMENT OF THE CITY BANK, OCTOBER 1, 1947 
Assets Liabilities 

Cash $400,000 Capital stock $400,000 

The bank proceeds at once to buy land and a banking building, 
furniture and supplies, etc., for $ 60 , 000 , and thereafter its balance 
sheet reads as follows: 
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DISCOUNTING A NOTE 

STATEMENT OF THE CITY BANK, OCTOBER 15, 1947 


Assets 

Liabilities 


Real estate 

$ 45,000 Capital stock 

$400,000 

Furniture, etc. 

15,000 


Cash 

340,000 



$400,000 

$400,000 


Discounting a note. Now comes Mr. Miller, the merchant, with 
his request for a loan. As has been already assumed, he offers his 
promissory note for $50,000 payable in sixty days, the bank’s rate 
of discount is 6 per cent, the discount is $500, and the proceeds, 
$49,500. Mr. Miller elects to receive ‘"cash” other than the bank’s 
own notes. 

The effect of this transaction upon the bank’s condition is shown 
in the following statement: 


STATEMENT OF THE CITY 
Assets 


Loans and discounts $ 50,000 

Real estate 45,000 

Furniture, etc. 15,000 

Cash 290,500 

$400,500 


BANK, OCTOBER 28, 1947 
Liabilities 

Capital stock $400,000 

Unearned interest 500 


$400,500 


It will be noted that the $50,000 promissory note acquired by 
the bank is listed among its assets opposite the heading ‘‘loans and 
discounts,” that the cash has been reduced by the payment of 
$49,500 to Mr. Miller, and that the difference between these 
amounts, the discount, appears as unearned interest. Obviously the 
effect on the bank’s statement will be the same whether Mr. Miller 
borrows by means of an unsecured note or a note secured by col- 
lateral. Even if Miller finances his business by giving his promis- 
sory note to the wholesaler or permitting the wholesaler to draw 
upon him, the final result is the same, the only ‘difference being that 
in these cases (that is, the endorsed note or the acceptance) Miller’s 
obligation is discounted at the bank by Norton, the wholesaler, 
instead of by Miller himself. In any case the bank comes into 
possession of Miller’s obligation, which he must pay to the bank at 
maturity. 

The statement will, however, differ according to the form in 
which the proceeds are given to the customer. The statement above 
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iliustrates the case where the proceeds are taken in the form of 
money other than the bank’s own notes. If the bank had given its 
notes, the statement would have read thus: 


STATEMENT OF THE CITY BANK, OCTOBER 28, 1947 
Assets Liabilities 


Loans and discounts S 50,000 

Real estate 45,000 

Furniture, etc. 15,000 

Cash 340,000 

$450,000 


Capital stock $400,000 

Unearned interest 500 

Notes 49,500 


$450,000 


If finally the proceeds had been credited to the deposit account 
of the borrower, the statement would have been as follow^'s: 


STATEMENT OF THE CITY BANK, OCTOBER 28, 1947 


Assets 


Liabilities 


Loans and discounts 

$ 50,000 

Capital stock 

$400,000 

Real estate 

45,000 

Unearned interest 

500 

Furniture, etc. 

15,000 

Deposits 

49,500 

Cash 

340,000 




$450,000 


$450,000 


Paying a loan. Now let us suppose that December 28 has come 
around; this is the date on which Mr. Miller’s loan matures and 
must be paid at the bank. This is equally the case whether Mr. 
Miller borrowed directly from the bank on his own promissory 
note or gave his pi'omissory note to the wholesaler, Norton, or 
accepted a draft drawn upon him by Norton, so long as the paper 
has been discounted at this bank, 

Mr. Miller now presents himself at the bank and offers to pay 
his note. He may pay in any of five ways: (1) in money, other than 
the notes of this bank, (2) in notes of this bank, (3) by a check upon 
a deposit account in this bank, (4) by a check upon an account in 
some other bank, or (5) by a bank draft, i,e,y a check drawn by a 
bank either on itself or on its account in some other bank. The 
effect upon the bank’s condition is readily determined. In any case 
the loans and discounts will be reduced by |50,000, representing 
the note paid and returned to Mr. Miller. If the note is paid in 
money, the bank’s cash, or reserve, will rise by |50,000, and the 
same result wdll follow, wdthin a few days at most, if payment is 
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made by a check or a bank draft on another bank, since this will 
be promptly presented to the other bank, through the clearing 
house or by mail or messenger, and collected. If the note is paid by 
giving notes of this bank, the note item on the liability side of the 
account will be reduced by $50,000. Finally if payment is by a 
check either on Mr. Miller’s account or on the account of another 
depositor in this bank, the bank’s deposits will be correspondingly 
reduced. Two changes of $50,000 each counteract each other, and 
the statement remains in balance. 

The interest of $500, which the bank had anticipated but had not 
yet earned when it discounted Miller’s note on October 28, be- 
comes actual earnings of the bank when the note is paid on 
December 28. The bank accordingly transfers on its balance sheet 
this amount from the unearned interest account to an account 
designated “undivided profits.” 

A typical bank statement. To carry our illustration somewhat 
further, let us assume that during the next few months the bank 
has done a flourishing business, making loans, discounting paper, 
and correspondingly increasing its deposits and notes and profits, 
that a part of the latter h^ been transferred to surplus, and that 
the bank has made some investments in securities. The statement, 
corresponding more closely to a normal banking business, may be 
assumed to be as follows: 

STATEMENT OF THE CITY BANK, JUNE 30, 1948 


Assets Liabilities 


Loans and discounts 

$1,250,000 

Capital stock 

$ 400,000 

Securities 

450,000 

Surplus 

75,000 

Real estate 

45,000 

Undivided profits 

8,117 

Furniture, etc. 

15,000 

Unearned interest 

4,210 

Reserve 

182,460 

Notes 

50,000 


Deposits 

1,405,133 

$1,942,460 

$1,942,460 


The reader will note the appearance in this statement of a new 
term, the reserve. This is an inclusive term indicating the sum of 
such assets as are readily available for payment of the bank’s liabili- 
ties, especially its notes and deposits. The term is usually synony- 
mous with cash or items equivalent to cash. American banks do not 
generally use this term, specifying rather the separate items which 
compose their legal reserves. 
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Bank deposits: Definition. The second principal economic func- 
tion of the commercial bank is that of deposit. A bank deposit is a 
right to receive money from a hank, evidenced by an entry on the 
bank's books and by the customer's passbook, duplicate deposit slip, 
or other device. Deposits are classified as demand or time deposits,, 
the bank being obligated to pay the former on demand of the 
depositor but obligated to pay the latter only after a certain num- 
ber of days' notice. Deposits may result from the discount of trade 
paper as illustrated above, or from deposit of money, or from 
deposit of checks drawn by another depositor, either of this or 
another bank, or in certain other ways that need not concern us. 
here. 

To illustrate the deposit of money, let us now suppose that ai 
customer brings in $10,000 of money for deposit. The bank’s state- 
ment immediately thereafter will read thus: 

STATEMENT OF THE CITY BANK, JUNE 30, 194S 


Assets Liabilities 


Loans and discounts 

$1,250,000 

Capital stock 

$ 400,000' 

Securities 

450,000 

Surplus 

75,000' 

Real estate 

45,000 

Undivided profits 

8,117 

Furniture, etc. 

15,000 

Unearned interest 

4,210' 

Reserve 

192,460 

Notes 

50,000' 


Deposits 

1,415,133' 

$1,952,460 

$1,952,460' 


It will be noted that nothing on the bank’s statement distin- 
guishes between deposits obtained by paying money to the bank 
and deposits obtained by the process of discount. There is no differ- 
ence. What the depositor has is exactly the same in either case, not 
money, but the right to receive money. 

Deposits are not, as is sometimes popularly supposed, “money 
in the bank.” Banks never have on hand a stock of money equal 
to their deposits. That could hardly be expected since, as we have 
seen, deposits may originate without any money being given to the 
bank. Even when money is deposited, the money ceases from that 
moment to be the property of the depositor; it belongs to the bank 
and may be spent by the bank as it sees fit. The depositor has 
simply the right to receive a certain amount of money from the 
bank. 

Discount and deposit. In fact both discount and deposit, con- 
trary to the meanings popularly attached to the terms “loan” and 
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"‘deposit/’’ are actually exchanges, transfers of certain rights for 
other rights or for money. When the bank discounted Mr. Miller’s 
promissory note, it acquired a property right against Mr. Miller 
and in exchange gave him a property right against the bank; 
namely, a deposit. Quite properly the bank lists the note as an asset 
and the deposit as a liability. On the other hand, Mr. Miller enters 
the note on his accounts as a liability and the deposit at the bank 
as an asset. When Mr. Norton, having accepted Mr. Miller’s promis- 
sory note in payment for goods, discounted the note, he sold it to 
the bank in exchange for a deposit, or perhaps for some form of 
money. Money deposited at the bank is, so to speak, “spent” — paid 
for a deposit. 

The double function of discount and deposit is ordinarily a 
swapping of credit — the person’s promissory note or draft or ac- 
ceptance for the bank’s credit in the form of notes or deposits. If 
it be asked wherein lies the advantage of merely exchanging one 
form of credit for another, the answer is that what the bank’s 
customer wants is a medium for making payments. His own promis- 
sory note will not be generally accepted; the bank’s note will. He 
has exchanged a form of credit generally unknown and unaccept- 
able for the well-known and acceptable credit of the bank. The 
same is true of deposits, since practically ail the customer’s pay- 
ments may readily be made by check. Herein is the fundamental 
characteristic of bank credit and of the service rendered by the 
commercial bank. 

The check: Definition. The right to receive money which a bank 
deposit gives the depositor is exercised by means of the check. If 
Mr. Miller desires to withdraw fifty dollars from the bank in order 
to make a certain payment or for pocket money, he makes out an 
order upon the bank, i.e.y a check, in the following form: 
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He presents this order to the bank, which thereupon gives him 
fifty dollars in money and deducts fifty dollars from the amount due 
him on its books. It will also deduct fifty dollars from its reserve 
item in the assets column. 

If Mr. Miller wished to pay a doctor’s bill of fifty dollars, he 
might obtain from the bank fifty dollars by means of a check like 
the above and then take the money to the physician. But a simpler 
method would be to order the bank to make the payment direct to 
the physician. For this purpose a check would be used in this form: 


51-100 

No. 732 


New Haven, Conn., June 30, 1948 


THE CITY BANK 

Pay to the order of 

Robert Brown $50.00 

pifty- 



(signed) /. C. MILLER 


From these examples the nature of the check is apparent. A check 
is a written order by a depositor directing his bank to pay rnoney ta 
some person. The person to whom payment is to be made may be 
the depositor himself or the bank or any specified third party or 
the bearer. 

Payment by check. Within the bank. Let us follow the history 
of this check. The check is handed or sent by mail to Dr. Brown,, 
who takes it to the bank and demands the money. 

Certain essential facts must be established before the paying 
teller of the bank will hand over the money. First, he must be 
satisfied as to the genuineness of the check, which is usually suffi- 
ciently attested by the signature of the maker, with which the 
teller is familiar. Next, he must be certain that Mr. Miller actually 
has as much as fifty dollars to his credit on the bank’s books. The 
teller must also be certain that it is Dr. Brown himself who is ask- 
ing for payment; if he is not personally known he will have to be 
identified. Before payment is made the check must be endorsed; 
that is, the payee, Robert Brown in this case, must sign his name 
on the back of the check. Endorsement is the payee’s acknowledg- 
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ment that he has received the money; it makes the check evidence 
of payment for the bank and for the maker. 

Having made the payment, the bank debits the amount to Mr. 
Miller’s account, and eventually, when the account is balanced, 
the canceled check will be returned to him to be kept as evidence 
of the payment. The effect of this operation will be to alter two 
items on the bank’s balance sheet, making it read, as compared with 
the last statement (on page 292 ), as follows: 

STATEMENT OF THE CITY BANK, JULY 2, 1948 


Assets Liabilities 


Loans and discounts 

SI, 250, 000 

Capital stock 

$ 400,000 

Securities 

450,000 

Surplus 

75,000 

Real estate 

45,000 

Undivided profits 

8,117 

Furniture, etc. 

15,000 

Unearned interest 

4,210 

Reserve 

192,410 

Notes 

50,000 



Deposits 

1,415,083 

$1,952,410 


$1,952,410 


Instead of demanding the money, the payee may “deposit” the 
check. He endorses the check and takes it or sends it by mail or 
messenger to the bank, with the request that the amount stated be 
credited to his deposit account. The bank must be certain as to all 
the facts except identification and must be satisfied as to the 
genuineness of the endorsement. It will then credit the account of 
the payee {e.g,, Robert Brown) and debit the account of the maker 
J. C. Miller). The result of this transaction is exactly as 
though the payee had collected the money from the bank and then 
immediately deposited it. The balance sheet of the bank is not 
changed at all. 

The check thus furnishes a means of making payments so con- 
venient, safe, and generally advantageous that, in the Anglo-Saxon 
countries at least, it is availed of very generally, not only by 
businessmen but by others. Deposit accounts are kept at the bank. 
Money when received is regularly deposited at the bank, and the 
same is true of the far greater volume of receipts which come in the 
form of checks. Conversely fully four-fifths of all payments are made 
by means of checks rather than with money. The bank thus becomes 
an agent for making payments between the people by the transfer 
of deposits from one to another. 

Collection between banks; In general. We have proceeded thus 
far upon the assumption of one bank with which all persons con- 
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cerned have their dealings. As a matter of fact in every place of any 
size there will generally be found two or more banks. Moreover the 
useful device of payment by check has not been permitted to remain 
a merely local convenience but has absorbed the great mass of pay- 
ments between persons in different cities, states, and even nations. 
This introduces certain complications, which must now be investi- 
gated. 

When one receives a check, the obvious thing is to take it to 
one’s own bank and either deposit it or ask for the money. This is 
done regardless of whether the check happens to be drawn on this 
same bank or upon another. In the first case, the matter is simply 
arranged, as has been explained. Even in the second case, the bank, 
though under no obligation to cash or credit the check, will ordi- 
narily do so as an accommodation to its customer, sometimes making 
a small charge for performing this service. Having given its 
customer the cash or credited his account, the bank thereupon be- 
comes possessed of the check with its claim upon the other bank. If 
the other bank is in the same place, the check will ordinarily be 
presented and paid within twenty-four hours. A longer time may 
be required when the debtor baiik is in another city. The other 
bank of course then debits the account of its depositor who drew 
the check. 

Thus the check system for payment of money or transfer of 
deposits operates t/vhen there are two or more banks in the town. 
Daily each bank sends a messenger to each of the others and collects 
for all checks of each other bank which it has paid. 

But in a large city with many banks this business of collecting 
by messenger becomes troublesome and expensive. In a city with 
fifteen banks there might have to be 15 X 14, or 210, separate 
calls each day. Sooner or later the point is reached where it is worth- 
while to avoid this great labor and expense by organizing a clearing 
house. 

Clearing house. A clearing house is an association of the banks 
of a city through which all the claims and obligations between the 
banks for paying each other’s checks and drafts are settled. While 
the fundamental nature of the clearing house and its business is 
everywhere the same, there are numerous variations of detail. The 
following account is based primarily upon the methods employed 
in the New York Clearing House- 

The business of clearing takes place daily at certain hours. 
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Before each clearing there occur in each bank the same prepara- 
tory operations. The clerks gather together all checks of the other 
banks which have been received since the last clearing and arrange 
them in bundles, one for each bank. A list is made showing the 
amount thus due from each of the other banks, with the total due 
from all the banks. Sometimes there is also made out a ticket for 
each of the other banks showing the amount due from that par- 
ticular bank. 

Then two clerks, gathering together all the bundles, the tickets, 
and the list, proceed to the headquarters of the clearing house. Here 
there is a room containing a raised desk at one end for the governor 
and his assistants, and on the floor a row or rows of desks, one for 
each member bank. Of the two clerks one takes his place behind 
his own bank’s desk while the other, carr)dng the bundles of checks 
and the tickets, stands in front of the desk. The list showing the 
amount due this bank from all others has been sent up to the 
governor’s desk. In like manner, each of the other banks is repre- 
sented by two clerks, one behind and one in front of its own desk. 

At the exact moment for beginning the operation of clearing, 
a signal on the governor’s desk is sounded. The clerks in front then 
walk along the row of desks, depositing at each the bundle of checks 
and the ticket against that particular bank. In a minute or two 
the checks and tickets have thus ail been distributed, and it takes 
only a few minutes more for each desk clerk to add up the tickets 
or the sums on the outside of the envelopes and so ascertain the 
amount his bank owes to all of the other banks. These results are 
reported to the governor, whose assistants are able quickly to dis- 
cover whether any error has been made. As soon as the figures, cor- 
rected if necessary, are compiled, the governor announces the re- 
sult. Each bank now knows exactly how much it owes all the other 
banks and how much all the other banks owe it. 

These two sums are regarded respectively as a debt to the clearing 
house and a credit due from the clearing house. The balance repre- 
sents an amount which the bank must pay to the clearing house 
or receive from the clearing house, as the case may be. Thus by 
one payment either to or from the clearing house, each bank settles 
its accounts with all the other banks. Of course the amount payable 
by all the debtor banks to the clearing house is exactly equal to the 
amount payable by the clearing house to all the creditor banks, 
and the clearing house itself comes out even each day. 
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Clearing for outside banks. All the banks of a city do not neces- 
sarily belong to the clearing house. An outside bank will either 
make its collections by messenger and make its payments to mes- 
sengers sent by the other banks in the primitive way, or it may 
arrange to clear through another bank which belongs to the clear- 
ing house. In this case the agent bank presents as its own the 
claims of the outside bank and accepts as obligations against itself 
claims of the other clearing house banks against the outside bank. 

The volume of clearings. The volume of the business thus 
simply and smoothly effected by a large city clearing house is 
enormous. In the New York City Clearing House there were ex- 
changed, during the month of December, 1946, checks and similar 
obligations to the amount of |34,497,25 1,355. For the year 1946, 
the New York City clearings were about $366,000,000,000. The 
New York City Clearing House stands far ahead of any other in 
volume of clearings. For the whole of the United States the clear- 
ings during the month of December, 1946, were about $66,000,000,- 
000, and for the whole year 1946, $696,000,000,000. 

Since our available sources of such statistics do not include 
reports from all the cities having clearing houses, the figures here 
given for the whole country are materially less than the actual 
totals of all clearings. One can imagine what a gigantic task would 
be imposed upon the banks were they still compelled to rely upon 
the {jrimitive method of exchanging their obligations. 

The reader should be reminded that even these figures do not 
ghe a true picture of the total volume of banking business. In 
fact the recent movement toward bank consolidation, while ac- 
companied by increased business, has obviously tended to a dimin- 
ished use of the services of the clearing houses. A more reliable 
indication of banking business is presented by the figures of debit 
check transactions, which for the year 1947 were 400 billion dollars 
for New York City and 999 billions for the principal cities of the 
country. 

Out-of-town checks. Checks are regularly used for payments in 
other towns. When goods are purchased by mail order, payment 
is ordinarily made by a check drawn by the purchaser upon his 
own bank and sent by mail to the seller, who may be a thousand 
miles away. The maker of the check gives himself no further con- 
cern over the matter. The receiver of the check deposits it in his 
o-wn bank, receives credit for it, and concerns himself no further. 
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His bank has the task of collecting from the other distant bank. 
Thousands of payments are thus made every day, and every day the 
mails carry great numbers of checks back and forth all over the 
country. There is thus imposed upon the banks a service of great 
importance and enormous volume. An elaborate system has been 
developed whereby this business is handled with swiftness and 
certainty and the minimum of expense and, by offsetting checks 
against each other, with remarkably little actual transfer of money. 

The portfolio. A commercial bank as a privately owned, profit- 
making business seeks to put its assets at all times to the most 
profitable use. In doing so, it not only advances funds to business 
as loans and discounts but also invests any funds not otherwise used 
in stocks, bonds, and mortgages, and in income-producing invest- 
ments which are readily convertible into cash without loss. To this 
entire collection of assets, consisting of (1) loans and discounts, 
(2) investments, and (3) readily marketable securities, is given the 
designation of the bank’s portfolio. 

All the operations of the commercial bank bear in one way or 
another on the management of its portfolio, since through the 
making of various kinds of investments the bank earns its profit. 
To obtain the largest profit possible but to avoid at the same time 
an inadequacy of cash to pay deposits on demand, leading to 
failure, the bank must so manage its portfolio as to achieve (1) 
liquidity, (2) solvency, and (3) earnings. 

Flowever, these three aims are not altogether reconcilable. Liquid- 
ity, which is required for short-run solvency, means holding low- 
yielding, readily-marketable securities, which produce small earn- 
ings. Long-run or ultimate solvency can be assured wdthoiit liquidity 
by holding, for example, well-secured real estate mortgages which, 
even if certain of ultimate payment, may not be readily sold before 
maturity without a loss. Finally earnings, which under a private 
enterprise system must be sufficient to keep the bank in operation, 
cannot be sought at too great a risk to liquidity and solvency. 

Increasing importance of investments. Although securities, prin- 
cipally bonds, have always been considered desirable bank assets 
because of their ready marketability, they have become since 1929 
a particularly important source of bank income. A combination of 
circumstances attending the depression resulted in burdening the 
banks with cash in amounts far in excess of banking requirements. 

The sharp decline in business activity reduced greatly the de- 
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niand for bank loans. The uncertain business prospect discouraged 
activity on the security markets, and loans made to finance the 
buying and selling of securities declined so greatly, both in actual 
amounts and relative importance, that they constitute even now 
but about 2 per cent of all banking assets. Moreover, an increasing 
number of business firms turned to financing themselves with funds 
held as reserves or obtained through the sale of securities and thus 
became less dependent upon banks for short-term loans. 

At the same time, the banks themselves were deterred by business 
uncertainties from lending their own funds and gradually became 
dependent primarily on securities, particularly government bonds, 
as a means of employing their excess reserves. Such investments, 
which in 1914 constituted only 27 per cent of total loans and in- 
vestments of all active banks in the United States, and only SO per 
cent in 1929, had risen to 78 per cent in 1944. 

Since the end of the Second World War, however, bank invest- 
ments have tended to revert to loans, but in the form of rela- 
tively long-term, rather than short-term loans. A large part of the 
steady and substantial increase in bank loans which has occurred 
since May, 1945, has been long-term loans. Large corporations have 
secured loans from commercial banks with terms running up to 
ten years, in amounts as large as 50 million dollars, and with in- 
terest rates as low as Ip^ per cent. If this tendency to extend the 
period of commercial loans continues, it will introduce substantial 
changes both in the functions of the commercial banks and in the 
relation of their activities to the monetary system. 

The reserve: Its function. The deposits and notes of a bank 
represent claims against the bank held by outsiders and payable in 
cash on demand. The bank must be ready to pay any note holder 
or depositor any amount to which he is entitled at any time. Re- 
fusal to pay means ‘‘suspension'' or failure of the bank. For this 
purpose the bank must have always on hand a sufficient stock of 
cash, appropriately called the reserve. But no commercial bank 
ever holds a reserve equal to the total of its liabilities. In the last 
illustrative statement (page 295), the bank's liabilities payable on 
demand (notes and deposits) appear as $1,465,083, for which there is 
a reserve of $192,410 — a reserve ratio of a little more than 13 per 
cent. 

In fact the reserve will seldom be as much as 25 per cent and 
may be very much less. Evidently a simultaneous demand from all 
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depositors and noteholders would wreck the bank. But of course 
no such simultaneous desire for payment is to be expected, and the 
bankers learn by experience about what demands may be antici- 
pated from day to day. They make provision for a corresponding 
reserve with a proper margin for emergencies. 

Since the establishment of the Federal Reserve System in 1914, 
minimum reserve ratios have been established by law for member 
banks. Additional reserves are held in the form of till money and 
reserves to support bankers’ balances in inter-bank deposits. These 
reserves are frequently called “primary reserves.” 

Ail banks are from time to time subject to irregular and seasonal 
drains, and they must be prepared to increase their cash holdings 
quickly, easily, and without loss. This they can do by including 
among their assets loans and investments of a highly liquid nature 
in sufficient quantity to provide against all normal cash require- 
ments that might possibly arise. The only real requisite is that they 
be easily marketable without loss. Today short-term Treasury 
obligations serve as a prime source of bank liquidity. Such assets 
are referred to as “secondary reserves,” and vary in amount with 
the needs and experience of each individual bank. 

Control of reserve ratio: Profits vs. safety. The banker is ulti- 
mately influenced in his actions by two conflicting motives — profits 
and safety. To earn profit he must invest the bank’s funds, but 
whether he makes loans or buys securities he not only assumes the 
risk of nonpayment but also reduces his cash with which alone he 
can pay depositors on demand. But as loans and discounts are 
made, cash is immediately withdrawn, or deposits are created, or 
the bank’s note issues are increased. Thus the reserve ratio falls, 
and the bank’s condition becomes proportionately less safe. To the 
banker’s desire for profits is thus opposed the necessity of keeping a 
safe ratio between the reserve and the demand liabilities. 

Under changing conditions the relative strength of these two 
motives varies. During the 1930’s, for example, banks had such 
large excess reserves that they could greatly expand their loans 
without endangering their reserve ratios, but during the Second 
World War these excess reserves disappeared almost completely 
by reason of the tremendous expansion of loans to business and 
the government. 

Moreover, the shift from loans to investments among the earn- 
ing assets of the banks has undoubtedly lessened the importance 
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of the ratio of cash to demand liabilities as an exclusive index of 
short-run solvency. Yet aside from the emphasis given to the 
reserve ratio by legislative restrictions and government regulation, 
it still remains true that the bankers must so dispose of the bank’s 
funds in seeking profits as to assure the continuing ability of the 
bank to meet in cash its obligations when they become due and 
payable. For short-run solvency, the reserve ratio is an all-important 
banking consideration. 

Means of control. There are five principal means of controlling 
the reserve ratio: (1) by the purchase and sale of securities, (2) by 
rediscounting commercial paper, (3) by borrowing from another 
bank, (4) by calling in loans which are payable on demand, and 
(5) by making it more or less easy or advantageous to borrow. The 
last may be accomplished by changing the rate of discount, by 
simple refusal to loan, by moral suasion inducing applicants not 
to apply for loans, by raising or lowering the collateral security 
requirements, or by requiring more or fewer names on the paper. 

Buying and selling securities. As we have seen, a bank usually 
invests a part of its resources in corporate securities, the main pur- 
pose being to derive some income upon funds which if kept as idle 
cash in the reserve would be earning nothing, while at the same 
time having something which may be converted into cash whenever 
needed. The bank therefore chooses for investment securities which 
may be sold at short notice. 

In the statement on page 295 the bank has a reserve ratio of a 
little more than 13 per cent. Let us assume that this is considered 
too small and that securities carried on the books at $100,000 are 
sold for that amount, reducing the stocks and bonds to $350,000 
and increasing the reserve to $292,410. The reserve ratio is now 

292,410 ^ almost exactly 20 per cent. The bank has sacrificed 
1,465,083 

the future interest or dividends on $100,000 of securities, but it 
has made its position materially safer. Conversely a purchase of 
securities would reduce the reserve and consequently the reserve 
ratio. 

Rediscounting and borrowing. Instead of selling securities, the 
bank may strengthen its reserve ratio by selling some of the paper 
in its portfolio. This is called rediscounting, which means to dis- 
count again. Some investor is found, either another bank or a 
broker, willing to take certain promissory notes or drafts at a price 
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determined by discounting them at a certain rate for the time that 
must still elapse before their maturity. Suppose our bank selects 
from its portfolio a note for |60,000, originally acquired two 
months ago and payable three months from its date, having there- 
fore still one month to run. If another bank is ready to rediscount 
it at 8 per cent, the City Bank will receive for it $59,600; that is, 
the face value less one month’s interest at 8 per cent. The result 
of this operation, starting from the statement on page 295, will be 
reflected in a new statement, as follows: 


STATEMENT 

OF THE CITY 

BANK, DECEMBER 30, 

1947 

Assets 


Liabilities 


Loans and discounts 

SI, 190, 000 

Capital stock 

S 400,000 

Securities 

450,000 

Surplus 

75,000 

Real estate 

45,000 

Undivided profits 

8,117 

Furniture, etc. 

15,000 

Unearned interest 

3,810 

Reserve 

252,010 

Notes 

50,000 


Deposits 

1,415,083 

SI, 952, 010 

$1,952,010 


It will be noted that loans and,discounts have been decreased by 
$60,000, the reserve is increased by $59,600, while the discount is 
reflected as a loss, decreasing the unearned interest by $400. The 
252 010 

reserve ratio is now . , or something more than 17 per cent, 

1,465,083 

instead of 13 per cent as it was before, showing that the desired 
result has been accomplished. 

Similarly a bank may be able to obtain cash by borrowing from 
another bank on its secured or unsecured short-term promissory 
note. Referring again to the statement on page 295, we see that if 
$50,000 in cash were secured in this way the reserve would be in- 

242,410 

creased to $242,410, and the reserve ratio would be ^ 455 ' "(j 3 g » 

something over 16 per cent, as compared with 13 per cent. 

Calling loans. In contrast to the loans which have a definite date 
of maturity, there are loans which are made payable on demand. 
If a bank chooses to call for the immediate payment of such loans, 
it can increase its reserve ratio. If payment is made in cash or in 
checks on another bank the reserve will increase, while payment in 
notes of this bank or in checks on this bank will decrease notes 
and deposits; in either case the reserve ratio rises. 
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Control by the rate of discount. Another method of regulation 
is by varying the rate oi; discount. As has been observed, in the 
course of a bank’s daily business new loans are constantly being 
made and notes held ai'e constantly maturing and being paid. 
There is thus an inflow and an outflow of paper, which under 
ordinary circumstances may about offset each other, keeping the 
amount of loans and discounts fairly constant though the indi- 
vidual notes held are alv^ays changing. Now the payment of loans 
on hand is already determined by their respective maturities, but 
anything that can be done to speed up or slow down the rate of 
making new loans will have power sooner or later to change the 
amount of loans on hand. For accomplishing this purpose one 
instrument which the banker has alw^'ays at hand is the discount 
rate. 

Reverting once more to the statement on page 295, let us suppose 
that the banker decides that his reserve ratio, 13 per cent, is too 
small. He has been discounting, let us say, at 5 per cent, and for 
some time the new discounts have about offset those that were 
maturing. He therefore raises his discount rate to 6 per cent. 

Since he is now charging a higher price for the service of dis- 
counting, fewer people \sill avail themselves of his services in ac- 
cordance with the law of demand, and the making of new dis- 
counts will fall off. The old loans and discounts continuing to 
mature as before, the net ;resuit will be a decline in the bank’s loans 
and discounts. Furthermore, note that when customers pay off their 
notes they must pay either (1) in cash or in checks on other banks 
which will promptly be converted into cash, or (2) in the notes of 
this bank, or (3) in checks on their deposit accounts in this bank. 
Since loans and discounts are being paid faster than new ones are 
being made, the bank thus finds its reserve increasing and its 
demand liabilities decreasing. The reserve ratio thus rises. 

Conversely a reduction of the bank’s discount rate may stimulate 
business and cause new loans and discounts to come in relatively 
faster than the old are being paid off. 

Two qualifications should be noted in this connection. In the 
first place, while the bank has positive power to restrict loan ex- 
pansion, its power to proraote expansion is passive; it can make the 
borrowing terms more inviting to applicant borrowers, but the 
decision whether to borrcw or not rests with the applicant. Often- 
times, especially in the later stages of business depression, low dis- 
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count rates and other favoring acts of the banks do not avail to start 
revivaL This principle was illustrated by the generally unsuccessful 
efforts to stimulate business by easy money and easy bank credit 
during the years from 1929 to 1939. 

In the second place, control of the discount rate is not, in real 
fact, an important method in the case of regular commercial and in- 
dustrial borrowers at the banks. The banks use other methods of 
discouraging or encouraging applicants. When money is tight, com- 
mercial and industrial borrowers are able to get funds, if at all, at 
practically the same rates as when money is easy. Interest rates, 
except in highly organized markets, are very lethargic. The central 
bank rate and the rate for certain types of paper broadly dealt in 
do vary, with the purpose of control, but ordinarily and in the or- 
dinary bank the rate of discount tends to be customary and stable. 

The normal business of banking. Acquaintance has now been 
made with the more important operations which make up the 
normal daily business of the ordinary commercial bank. The bank's 
portfolio of loans and discounts contains numerous notes and 
acceptances of individuals and corporations, to which new notes are 
being added daily and from which notes are being as constantly 
withdrawn when they mature and are paid. The bank's deposits 
are being constantly added to as new loans are made or as customers 
bring in for deposit either money or checks upon other banks, 
while, on the other hand, withdrawals by check are continually 
tending to reduce deposits, particularly in connection with the pay- 
ment of loans. The bank's notes outstanding tend likewise to rise 
and fall in harmony with the loans and discounts. From time to 
time securities held by the bank are sold or new ones purchased, 
with corresponding changes in the ‘‘securities" item. 

In connection with many of these operations changes are con- 
tinually occurring in the bank's reserve, as cash is either received 
or paid out. So long as the business is profitable, the “undivided 
profits" item gradually increases, reduced at intervals by the declar- 
ation of dividends or by transfer to surplus. 

The reader cannot have failed to observe the close relation be- 
tween the loans and discounts and the notes and deposits. Ordi- 
narily the customers’ borrowing increases all these items. Even if 
cash is taken instead of a deposit credit, the cash tends to come back 
and increase deposits as it is deposited by those persons to whom 
the original borrower made payments. When loans are repaid, there 
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is normally a decrease in loans and discounts and in notes and 
deposits. 

These relationships are fairly obvious in the case of a bank which 
is alone in its community but the same results will follow for a 
banking system as a whole, with several banks in many different 
communities, though there may be considerable shifting of cash 
and deposits as between different banks and different regions. 

Note issue: Similarity to deposits. The reader who has any prac- 
tical knowledge of banking will not have failed to observe that in 
this discussion we are concerned primarily with the development 
of the fundamental principles of banking rather than with the 
description of any particular banking system. This distinction ap- 
pears with particular sharpness in connection with the subject of 
note issue. This banking function has been so much regulated by 
legislation in the different countries, particularly in the United 
States, that the reader may have been surprised at the somewhat 
casual way in which we have thus far treated bank notes, as though 
they were about the same thing as deposits. As a matter of fact, the 
essential identity of bank notes and deposits resides in the funda- 
mental nature of banking; it .is only legislation that has sharply 
distinguished them. This point needs some further elaboration. 

The bank deposit has already been defined as a right to receive 
money from a bank, evidenced by an entry on the bank’s books 
and by other means. A bank note is a bankas promise to pay money 
on demand. The term ‘‘money” in both these definitions is of course 
exclusive of the bank’s own notes. It will be noted that these 
definitions are almost identical. Deposits and notes are both forms 
of bank credit; both are liabilities of the bank; both are (except 
in the special case of time deposits) payable in money on demand. 

When a bank makes a loan, it is immaterial to it whether the 
credit given the borrower is in the form of notes or deposits. To the 
borrower it is merely a question whether he shall receive the evi- 
dence of his right to receive money from the bank as an entry on the 
bank’s ledger and in his own passbook or inscribed on little pieces 
of paper which he will take away with him. These differences are 
superficial, not fundamental. 

Differences between notes and deposits. There are however real 
differences between notes and deposits. The right to receive money 
from a bank, if in the form of a deposit, may be transferred only 
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by check. Now a check is of itself no obligation of the bank. The 
person who receives it must be sure (1) that the signature upon the 
check is genuine and (2) that the maker actually has at least that 
amount on deposit and that it will still be on deposit when he 
presents the check to the bank for payment. Otherwise the check is 
not good. 

Checks are thus available for use only among people who are 
acquainted with one another or at least have confidence in one 
another. Their availability is also limited to those who are in the 
habit of doing business with banks. Checks are thus not generally 
convenient for payments between strangers, for paying traveling 
expenses, or for making ordinary wage payments. Where they are 
available, checks are usually a safer and more convenient means 
of payment than money. But after all they are not money, since 
they are not generally acceptable. 

The bank note, on the other hand, is money. It is the definite 
obligation of a bank and, barring the risk of counterfeit or of the 
failure of the bank, may be accepted without any question as to 
the honesty of the one who tenders it. The bank note is generally 
acceptable; it may be used for all |:inds of payments. 

Bank notes again are expressed in round sums, convenient for 
payments of all amounts. Although representing rights to receive 
money from the bank, bank notes may pass about for weeks or 
months or years before being presented to the bank for payment. 
They may travel far away from the bank of issue. 

The check, on the contrary, usually appears for the purpose of a 
particular payment; it is expressed in an odd amount of dollars and 
cents; and its life is ordinarily limited to that one transaction, after 
which it returns to the bank and is cancelled. That is, deposits 
require generally a new check for each separate transfer. 

These distinctions between notes and deposits, though not so 
fundamental as their similarities, are yet real and important and 
justify the iSsSue of bank credit in the two forms. 

Legal restrictions. An important corollary of the differences 
between notes and deposits is that the opportunity for abuse and 
fraud on the part of an unsound or dishonest bank is far greater 
in the case of notes than of deposits. This is in part the explanation 
of the prevailing attitude of government toward the banking func- 
tions of deposit and note issue. In spite of their fundamental simi- 
larity and their original status as common law rights, the legislation 
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of most countries has drawn a sharp distinction between them. 
While the banks have generally been permitted to handle their 
deposits with little interference by the government, the function of 
note issue has almost everywhere been subject to strict regulation. 

In most countries the right of note issue is restricted to certain 
kinds of banks or even to one particular bank. Thus in the United 
States (since August 1, 1935) only the federal reserve banks issue 
notes. In most of the leading nations of Europe, such as Great 
Britain, France, Germany, etc., the business of note issue is virtu- 
ally the monopoly of a single great central bank, more or less 
closely associated with the government. 

Legislation further puts a limit to the amount of notes which 
the banks may issue, prescribes certain forms of security and a 
certain amount of cash reserve, determines the form and denomina- 
tion of notes, etc. As a result the issue of bank notes is in most 
countries a narrowly restricted and somewhat artificial function as 
compared with the business of deposit. 

The problem of elasticity: Need of elastic currency. A peculiar 
and important function of bank credit is to furnish an element of 
elasticity to the currency systeip. No community’s need of money 
is uniform at all times and seasons. In an agricultural community, 
for example, the volume of exchanges is especially great in the late 
summer and fall, on account of the business of harvesting and 
marketing the crops. Unusually large sums are being paid in wages 
to farm laborers, the farmers’ receipts are at a maximum, and the 
local merchants find their sales swelling, while at the same time 
their credit customers are paying their bills. 

In a manufacturing town the weekly pay envelopes present a 
special need of money on Saturdays. The payment of salaries on the 
first of the month and the prevailing habit of settling accounts at 
the stores and elsewhere during the first few days of each month 
make a monthly variation in the need of currency. Corporations 
very commonly make their payments of dividends and interest 
quarterly, usually on the first of January, April, July, and October. 

There are also the cyclical fluctuations, the successive periods of 
business activity and business depression, of ‘‘good times and bad 
times.” Perfectly to meet this need, the volume of currency should 
automatically increase and decrease in relation to these normal 
changes in business activity, so that no changes in the general price 
level will result. 
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Elasticity of bank credit. Recalling the classification of money 
set iorth in the foregoing chapter, and the essential characteristics 
of the several kinds of money, the reader will realize that no item 
in the standard money system, except bank notes, is so related to 
the state of business as automatically to expand and contract with 
the fluctuating need of currency. 

With bank credit (notes and deposits) the situation is different. 
The demand for loans at the bank arises directly out of business 
transactions, either recently completed or contemplated for the 
immediate future. When business is active the banks are called 
upon for many and large loans. And as the banks respond to the 
demand for loans they increase their issue of notes and their de- 
posits. Currency thus expands to meet business needs. On the other 
hand, when business declines, the customers of the banks have less 
need for currency. They pay off their obligations at the banks faster 
than new loans and discounts are made. In paying they either re- 
turn to the banks the notes previously issued or they draw checks 
which reduce deposits. Currency contracts in response to declining 
need. Evidently there is here that close and automatic connection 
between volume of currency and business activity which is the mark 
of an elastic medium of exchange. 

It is desirable that elasticity characterize both bank notes and 
deposits. Many people do not have bank accounts or do not 
understand the use of checks; in certain regions banks are few 
and scattered and checks are awkw^ard to use, and for small retail 
purchases bank notes are more handy. Inasmuch as the volume of 
all such transactions fluctuates, the needs of business would be 
served by a system of bank notes that varied with the needs of the 
people. Actually, in the effort of certain governments to make bank 
notes safe, their natural elasticity has been destroyed. 

The elasticity of deposit credit is limited by the necessity which 
is upon the banks to maintain adequate reserves. As has been seen, 
expansion of the banks' notes and deposits reduces their reserve 
ratios and inclines them to slow down the rate of expansion by 
raising the rate of discount. On the other hand, contraction of de- 
mand liabilities raises the reserve ratio, and the bankers seek to 
stimulate business by lowering the rate of discount. Banking re- 
serves thus act, not to destroy the normal elasticity of bank credit, 
but to put on the brakes and so to prevent extremes of either ex- 
pansion or contraction. 
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The oversimplified examples given earlier in this chapter have 
shown that a deposit of cash in a bank enables the bank to increase 
its loans and therefore its deposits by something — depending on the 
reserve it is required to maintain — in excess of the amount of cash 
deposited. Thus if the legal reserve is fixed at 10 per cent of de- 
posits, a deposit of 1 1,000 in cash will theoretically enable the bank 
of deposit to support total deposits of $10,000 (the $1,000 deposited 
plus $9,000 in additional deposits). 

While this might be true for the moment, it could not long 
remain true. The depositor may be presumed to intend to use his 
deposit to write checks in favor of others having deposit accounts 
in other banks as well as in this bank. Eventually through the pro- 
cess of transfer by check this deposit of cash will become spread 
throughout the banking system, permitting each bank that receives 
additional cash to increase its own deposits. It is therefore correct 
to say that for the banking system as a whole the deposit of addi- 
tional cash permits an expansion of loans and consequently of de- 
posits by whatever multiple the legal reserve ratio permits. 

If however the volume of bank credit were rigidly determined by 
the money available for reserves to the individual banks, the cur- 
rency system would be seriously handicapped in meeting the needs 
of business. In a general way bank credit does maintain a reason- 
ably constant relationship to the volume of money in circulation. 
However when business is slow and inactive, cash reserves ac- 
cumulate in the banks, while in periods of active business the need 
for cash for payrolls and other purposes expands both loans and 
deposits. Were the banks entirely dependent upon the fortuitous 
variations in their own cash, the heavy withdrawal of cash in 
periods of high business activity might seriously restrict their 
capacity to create the credit required by business. 

It is because the individual banks under such circumstances can 
replenish their reserves by borrowing from the central bank that 
this difficulty is overcome for the individual bank. However for 
the banking system as a whole, there is an ultimate limit to the 
expansion of bank credit, for central banks also have to maintain 
reserves. Yet sufficient elasticity in the expansibility of bank credit 
does exist in most banking systems to meet the legitimate needs 
of business. 

Banking influence on economic fluctuations. Ultimately the bank- 
ing system, through the assembling and distributing of savings 
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and the creating and transforming of bank credit into currency, 
exerts great influence upon the stability and prosperity of the 
economy, In a later chapter it will be shown that there exist 
relationships among the variations in the volume of currency, the 
general level of prices, and the volume of trade. Since stability of 
the price level is an aid to maximum production and trade, the 
banking system, through its power over the volume of currency, 
exerts a significant influence on general business conditions. 

For example, failure to provide the necessary credit in a period 
of expansion could, in the short run, prematurely curtail business 
activity to the extent of causing a recession, while over the long run 
it might retard economic progress and the natural development of a 
nation. These conditions are avoided by an elastic system of bank 
credit. 

On the other hand, experience has shown that during the up- 
swing of the cycle, the optimistic attitude that prevails tends to 
cause borrowers and bankers to expand the volume of bank credit 
at a rate which leads to inflation and over-investment and hence 
hastens the crash. Again, the pessimism of a depression era may 
result in such a shrinkage in the volume of bank credit that prices 
and business activity are unduly repressed. Here is illustration of 
certain tendencies inherent in a banking system which is so elastic 
that it easily responds to the cyclical fluctuation in business activity. 

The power which the banks have to expand their notes and 
deposits to an amount five to ten times greater than the funds 
that are deposited with them may have tremendous repercussions 
on the entire economic order. When a bank gives a borrower bank 
notes or a deposit, it increases the quantity of purchasing power 
in circulation and thus enables him to secure present goods and 
services on the basis of his promise to pay. The newly created 
purchasing power may affect prices, production, and the distribu- 
tion of income. The owners of the new funds may use them partly 
to purchase present goods and services and hence to bid up the 
price of existing supplies. The increased currency in the hands of 
those who receive the newly spent funds augments their demand for 
goods, and thus production is stimulated. The rise in prices, if long 
continuing, may mean a decline in the real incomes of those persons 
whose money incomes are constant, which is another way of saying 
that a change takes place in the distribution of income. 

Formerly banks acted as a significant force in directing the flow 
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o£ funds. If funds were needed more urgently in one industry than 
in another, they were directed by the banks toward that industry. 
The greater the need, the higher the rate of interest paid to secure 
a loan, and other things being equal, a bank in making its loan 
gave preference to those willing to pay the higher rate of interest. 
But with the decline in recent years in the importance of com- 
mercial loans and the tendency of firms to finance themselves, this 
function of the banks has decreased in relative significance. Banks 
are now engaged principally in the financing of the government 
deficit, and they exercise no control over the way in which these 
borrowings are spent. 


EXERCISES 

1. Draw up a bank statement, using the following items: stock and bonds, 
$80,000; undivided profits, $30,000; reserve, $50,000; notes, $75,000; 
loans and discounts, $350,000; real estate, etc., $100,000; surplus, 
$50,000; capital stock, $100,000; deposits, $325,000; other assets, $15,200; 
unearned interest, $15,200. 

2. Assume that a bank discounts a note for $5,000 for three months, the 
bank’s rate of discount being 6 per cent. Payment is taken in cash. 
What changes would this transaj;:tion make in the bank’s statement? 

3. Suppose that the proceeds in Exercise 2 were taken as a credit on the 
customer’s deposit account. What changes would the transaction make 
on the bank’s statement? 

4. (a) What is the reserve ratio of the bank in Exercise 1? 

(b) What is the bank’s reserve ratio after the transaction of Exercise 2? 

(c) What is the bank’s reserve ratio after the transaction of Exercise 3? 

5. The bank of Exercise 1, after discounting the note as in Exercise 2, 
holds it one month and then rediscounts it with the federal reserve 
bank, the rate of the latter bank being 5 per cent. The proceeds are 
taken in notes of the federal reserve bank. Draw up a new statement 
showing the bank’s condition after the operation. What is now the 
bank’s reserve ratio? 

6 . The clearing house association in a certain city includes five banks. 
On a given day they present checks at the clearing house as follows: 


Checks ^ 

presented by: ^Samst: 



Bank A 

Bank B 

Bank C 

Bank D 

Bank E 

Bank A 

— 

' $2,100 

$1,800 

$2,400 

$1,600 

B 

$1,900 

— 

1,500 

2,100 

1,800 

C 

2,300 

1,600 

— 

1,800 

1,500 

D 

2,600 

1,800 

2,000 



1,700 

E 

1,400 

2,000 

1,400 

1,900 

— 


Determine the amount to be paid or received by each bank. 
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The American Banking System 

Introduction. The banking system of the United States is the 
result of continuous experimentation by private individuals and 
the governments of colonies, states, and the nation, in furnishing 
money and credit to the people; it bears the earmarks of struggle 
and compromise among the powerful forces that have featured 
American national development. Chief among these forces have 
been insistence upon democratic ideals and local self-government, 
with corresponding reluctance to concede authority to the federal 
government, and the fear lest control of the institutions of money 
and credit be monopolized in the hands of a few. Lessons in sound 
banking principles have been learned slowly and only after painful 
and disastrous experience. 

The general result emerging from this background is a loose de- 
centralized system of thousands of small local unit banks, each be- 
ing chartered and supervised by one of the forty-eight states or the 
federal government. 

Historical resume: Colonial banking. For the beginning of state- 
chartered banking, we must go back to colonial times. The so- 
called “banks'’ of the American colonial period were not real banks, 
but merely “batches of paper money,” as one caustic historian puts 
it; they did not engage in the business of discount and deposit, and 
even the issue of their notes did not conform to the principles of 
banking which our study has developed. But during the Revolution 
and the years immediately following, a few real banks were 
founded, which in addition to issuing notes made a start in the field 
of discount and deposit. 

The first Bank of the United States. In 1791, two years after the 
formation of the national government. Congress established a cen- 
tral bank, the first Bank of the United States. This bank performed 
the normal functions of a central bank, was the fiscal agent of the 
United States Government, and did a regular banking business 
with the general public in competition with the growing company 
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of local banks. Its notes became the principal circulating medium 
of the country. It was wisely and conservatively managed, per- 
formed its various functions well, and exercised also a salutary 
influence over the local banks, whose tendency to wild and un- 
sound methods was apparent from the first. Indeed it was this 
check upon the ambitions of the local bankers and its competition 
with them that finally proved the bank's undoing. Opposition arose, 
and Congress eventually failed to renew its twenty-year charter, 
which expired by limitation in 1811. 

For the next five years the nation’s banking was wholly in the 
hands of local banks, chartered by the several states. These banks 
increased prodigiously in number. Relieved of the restraining in- 
fluence of the great central bank, the majority ran wild in the 
paths of reckless and unsound banking. Finally in the financial 
panic of 1814, the whole banking structure went to pieces, a con- 
dition made doubly disastrous as it came in the midst of the War 
of 1812. 

The second Bank of the United States. The people learned the 
lesson; their misgivings against a strong central bank were tem- 
porarily overcome; and in 1816 the second Bank of the United 
States was founded. This bank’s record is in its essential features a 
repetition of that of the first Bank of the United States, including 
its notable services to the government and the community and its 
final engulfment in the bog of politics. Its charter was not renewed, 
and it closed its doors in 1836. There was now a repetition of the 
experiences of 1811-16, and the banking system collapsed once 
more in the panic of 1837. 

Decentralized local banking. Re-establishment of a central bank 
proving politically impossible, the United States Government cut 
itself loose from banking altogether by the establishment, first in 
1841 and finally in 1846, of the Independent Treasury for the cus- 
tody of all government funds and the management of the govern- 
ment’s financial business. 

The public was left to rely for banking services upon the local 
banks. Gradually some order came out of the chaos, and in the 
older and more settled parts of the country, particularly New Eng- 
land, New York, and Indiana, many sound banks arose and became 
more or less closely associated in a sound and efl&cient banking 
system. Wildcat banking continued to prevail in the frontier re- 
gions, and in these parts the people suffered grievously, especially 
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from the multiplicity of note issues of all degrees of goodness and 
badness. Thus things continued down to the time of the Civil War. 

Legislation during the Civil War introduced a new class of local 
banks, the national banks, receiving their charters from the federal 
government. By an act of 1865 Congress imposed an annual tax of 
10 per cent upon the notes issued by state banks, making note issue 
unprofitable, and thus depriving the state banks of that banking 
function, which thereafter became the exclusive prerogative of the 
national banks. With this exception, the national banks were an 
addition to the local banking structure rather than a substitution 
for the state banks. The latter have continued down to the present 
day, comprising on the average about two-thirds of all local bank- 
ing institutions, state and national. 

The state institutions consist of state banks, trust companies, and 
savings banks. The method of organization, the minimum amount 
of capital required to start a state bank, the nature and scope of 
banking operations permitted, the reserve ratio and the form in 
which reserves must be maintained, and the kind of legal super- 
vision over banking and similar matters are laid down in the bank- 
ing laws of each state, or in the oregulations issued in conformity 
with the laws by the respective state banking commission. In ad- 
dition there are certain unincorporated private banks. 

The national banking system. The Civil War ushered in a new 
chapter in American banking history. After the first few years the 
organization of the new national banks proceeded rapidly, and 
they soon assumed, alongside the state banking institutions, a 
position of importance in the American banking system, which 
they have since maintained. 

Note issue. The purpose of Congress in inaugurating the national 
banking system was primarily to aid the financing of the war and 
only secondarily to reform the banking system. To enlist the aid 
of the new national banks in the sale of bonds issued to finance 
the Civil War, the national banking act (as amended after the 
Civil War) gave to the national banks the exclusive right to issue 
bank notes and further required that each of the new national 
banks before commencing business, purchase bonds of the United 
States and deposit them wdth the Treasurer of the United States, 
the amount depending on the capitalization of the particular bank. 
Upon the security of the United States bonds so deposited, the 
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bank was permitted to issue its notes in any amount not in excess 
of the par value ^ of the bonds or the capital of the bank. National 
banks under certain rare circumstances were also authorized to 
secure their notes by the deposit of “lawful money/' 

It will be observed that the notes of the national banks were not 
issued freely upon the basis of their general assets, in accordance 
with the simple banking principle discussed in the preceding chap- 
ter, but were secured by a particular class of assets set aside for the 
purpose with a trustee. 

The law further provided for the safety of the national bank 
notes by imposing upon the United States Treasury the obligation 
to redeem them on demand, of course with the Treasury's conse- 
quent right to collect the amount from the bank of issue. For this 
purpose each bank was required to maintain a cash fund with the 
United States Treasury equal to 5 per cent of its outstanding notes. 

While the device of bond security made the national bank notes 
eminently safe, this was at the expense of elasticity. Since govern- 
ment bonds had to be bought and deposited before additional notes 
might be issued, the banks could not quickly expand their note 
issues in time of need. This was especially true in later years; for as 
the national banking system expanded and the national debt was 
reduced, all the bonds with the circulation privilege appearing on 
the market were snapped up by the banks, and their prices were 
driven above par. On the other hand, the artificially valued bonds 
could not be sold in large volume to purchasers except other na- 
tional banks save at a serious discount, and the banks were for the 
most part unwilling to hold such low-rate bonds without having 
the full amount of notes outstanding. One can readily see that there 
was no likelihood of large contraction or expansion of the volume 
of these notes in relation to business activity. 

The reader will not fail to recall, however, that during the last 
quarter of the nineteenth century the nation was passing from the 
use of note currency to deposit currency, and that the importance of 
an elastic system of bank notes was gradually decreasing. 

Government depositories. Besides providing for exclusive note 
issue by the national banks, the law also provided for relaxation of 
the Independent Treasury system to the extent of permitting de- 

3- Originally and up to 1900 the limit was 90 per cent of the par value or the 
market value, whichever was smaller. 
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posit of government funds in selected national banks and the re- 
ceipt and disbursement of national bank notes by the Treasury. 

Reserves. The national banking act required each national bank 
to maintain a legal reserve against deposits, the ratio of reserve to 
deposits depending upon the population of the place where the par- 
ticular bank was located. However for all banks except those in 
certain large cities, a portion of this reserve might be in the form of 
deposits with national banks in specified larger cities. 

These arrangements for national bank reserves failed to provide 
the elasticity of currency so urgently needed in the United States, 
with its great extent of territory, diversity of industries, and pre- 
dominance of agriculture. The United States has been par ex* 
cellence the country of small independent banks; by 1913 the 
nation's banking business was in the hands of some 26,000 local 
banking institutions, with an average capital of about $80,000 and 
average resources of about $775,000. Branch banking was until 
recently forbidden by law to the national banks and in most states 
to the state banks and trust companies. In the absence of any sys- 
tem of centralized banking reserves, such as has been provided in 
most countries by the central bank^or by a small group of large and 
powerful banks with their far-reaching system of branches, each 
bank was forced to rely chiefly upon its own resources to meet 
whatever situation might confront it. 

Struggling to cope with the situation as best they might, the 
banks (both state and national) in the country districts and smaller 
towns and cities developed the custom of depositing as much of 
their resources as they felt they could spare in periods of slack busi- 
ness with banks in the large cities of their respective regions. These 
city banks in their turn made deposits in other larger cities. 

Thus were set up, as it were, little rivulets of currency springing 
from sources all over the country, uniting in the cities to form 
larger streams, joining again into still larger streams, till eventually 
a mighty flow of money poured into the banks of a few financial 
centers, the greatest of all being New York City. This flow of de- 
posits was encouraged by the willingness of the large city banks to 
pay interest at a moderate rate upon deposits of other banks. The 
funds so obtained were loaned by the city banks to their customers, 
a considerable part being used for stock market speculation. 

On the other hand, when a succeeding period of business activity 
opened up larger opportunities for the outlying banks, or when a 
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crisis threatened, they demanded the return of their reserves, and 
the flow of currency was reversed. This forced the city banks to 
cail in their loans and contract their deposits and caused a state of 
monetary stringency in these cities. This ebb and flow, besides its 
minor variations, had a great annual cycle because of the need of 
currency for harvesting and marketing the crops. 

It will be seen that, in a sense, the great city banks, particularly 
in New York, undertook to perform the services of a central reserve 
reservoir. But they were fatally handicapped by their great num- 
ber, their independence of each other, their lack of any branch 
organization, and their inability to expand and contract their credit 
in the form of notes. Moreover, they were unwilling to accept the 
responsibility of their position to the extent of keeping adequate 
reserves. 

The result was inevitable. Alternating periods of surplus cur- 
rency and monetary stringency were the normal thing; inability of 
the outlying banks to obtain the return of their reserves in time 
to avoid disaster was common; bank failures and business failures 
were numerous; financial panics and crises were made more fre- 
quent and more severe. The situation grew steadily more intolerable 
with the development of the country’s wealth and industry, until 
at last a remedy was found in the Federal Reserve System, which 
was established by law on December 23, 1913. 

The Federal Reserve System: Organization: Board of Governors. 
The Federal Reserve System was established to furnish the United 
States with a centralized banking organization, performing in gen- 
eral the functions of a central bank, and to give the banking system 
as a whole a degree of unity and a coherence which it had previ- 
ously lacked. As finally passed, the Federal Reserve Act represented 
a compromise between those who favored a single central bank and 
those who opposed any form of centralized banking. Because of the 
great size of the country, it was felt by some that regional banks 
would be better able to cope with the varying sectional problems 
than one large central bank, and so a system of twelve regional 
banks was adopted. The Federal Reserve did not supplant, but was 
superimposed upon, the existing banking structure. 

At the head of the Federal Reserve System stands the Board of 
Governors of the Federal Reserve System, with headquarters in 
Washington, The board consists of seven members appointed by the 
President with the advice and consent of the Senate. They are 
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appointed for terms of fourteen years, with the terms so staggered 
that a vacancy occurs every two years. 

In his selection of members of the Board, the President is re- 
quired to give due regard to a fair representation of financial, agri- 
cultural, industrial, and commercial interests. To ensure repre- 
sentation on the Board for the various geographical districts of the 
country, the law provides that not more than one member may be 
appointed from any given federal reserve district. The President 
designates one of the members to serve as chairman of the Board 
of Governors for a term of four years. 

Federal reserve districts and banks. The whole country is di- 
vided into twelve federal reserve districts, with a federal reserve 
bank located in a certain city in each dictrict. Each federal reserve 
bank is permitted to establish branches and agencies located in 
cities in its district and abroad. At present there are twenty-four 
branches and one agency. The accompanying map (Fig. 28 on page 
320) shows the boundaries of the several districts and the location 
of the federal reserve banks and their branches. 

A board of nine directors is entrusted with the management of 
each federal reserve bank. Six of directors are chosen by the 
member banks, three to represent the interests of the member banks 
and three the interests of the business and industry of the district, 
while the remaining three directors are appointed by the Board of 
Governors. One of the latter is designated Federal Reserve Agent 
by the board and serves also as chairman of the board of directors 
of the bank. 

Federal Advisory Council. The twelve federal reserve banks are 
given opportunity to participate formally in the making of the 
policies of the Federal Reserve System through the Federal Advis- 
ory Council. This council consists of twelve members, one selected 
annually by each federal reserve bank through its board of direc- 
tors. It meets in Washington at least four times a year to confer 
with the Board of Governors on general business conditions and to 
make recommendations regarding the affairs of the Federal Reserve 
System. Its function is purely advisory. 

Member banks. Each federal reserve bank is a corporation, and all 
its stock is owned by the individual banks within its district which 
have come into the system. These banks are known as '‘member 
banks/’ Each member bank’s holding of federal reserve bank stock 
is equal to 3 per cent of its own capital and surplus. Every national 
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bank is required by law to be a member, but membersMp is op- 
tional for the banks and trust companies incorporated under the 
laws of the states. 

On December 31, 1947, there were 6,923 member banks, of which 
5,005 w^ere national banks and 1,918 state commercial banks and 
mutual savings banks. Only 20 per cent of the state banks were 
members, but these represented 47 per cent of the total loans and 
investments and 51 per cent of the total deposits of all state banks, 
showing that in general the largest and strongest institutions have 
come into the system. It is the small weak banks, most in need 
of the more stringent regulations of the Federal Reserve System, 
which still remain outside. In terms of resources, however, they con- 
stitute only a modest fraction of the nation's banking system. 

Functions of the Federal Reserve: General. The banking busi- 
ness of the Federal Reserve System is conducted by the twelve 
federal reserve banks. They rediscount paper for their member 
banks and for each other; they hold deposits of the member banks; 
they issue notes; and they act to a certain extent as fiscal agents of 
the United States Government. They are permitted also certain 
dealings with the general public, hut their principal business is with 
their respective member banks, with each other, and with the 
government. 

Rediscounting and discounting. Rediscounting by the federal re- 
serve banks is in harmony with the general principles with which 
the reader is familiar. The paper to be rediscounted by the mem- 
ber bank must be both eligible and acceptable to the federal reserve 
bank. 

The basis for determining eligibility is laid down in the law, and 
in the regulations and rulings of the Board of Governors. Eligi- 
bility is based on the maturity and the purpose of the paper. 
Only short-term paper is eligible. When offered for rediscount, 
commercial paper may not be over three months from maturity, 
while for agricultural paper the maturity date must not be more 
than nine months distant. As to the purpose which gives rise to the 
paper, it is eligible if issued to finance the production, purchase, 
storage, or marketing of goods. Paper is ineligible for rediscount if 
the borrowers use their funds to speculate or trade in securities 
(other than those of the United States), or to speculate in com- 
modities, or to purchase fixed assets. 

Acceptability of paper is determined by (1) the soundness of the 
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paper itself, (2) the desirability of extending more credit to the 
particular bank, and (3) general business conditions and the prob- 
able effect of advances to the bank on general credit conditions. 

A member bank may also procure federal reserve notes or other 
money from the federal reserve bank or increase its deposit ac- 
count in the bank by getting so-called “advances”; that is, by dis- 
counting its own notes backed by government securities or eligible 
paper as collateral. Moreover provision has been made for member 
banks to borrow on noneligible paper. A reserve bank may make 
advances to member banks upon their demand or time notes hav- 
ing maturities of not over four months, secured to the satisfaction 
of the federal reserve banks. Such notes bear interest at not less 
than one-half of one per cent above the highest prevailing redis- 
count rate. Because of its greater cost, this type of advance is used 
only in case of necessity. 

The discounting privilege has been further liberalized by a rul- 
ing of the Board of Governors in March, 1942, permitting reserve 
banks to make advances for periods not exceeding ninety days to 
both member and nonmember banks, on their promissory notes se- 
cured by direct obligations of tho United States. 

It was originally intended that dealings of the federal reserve 
banks with the general public be limited to open-market opera- 
tions. Since 1932 amendments to the act permit federal reserve 
banks to do more extensive business with the public. They may 
now (1) make loans to individual firms, (2) discount for them 
obligations technically eligible for rediscount, and (3) make ad- 
vances to such firms on the security of direct obligations of the 
United States Government. All this is to be done only when the 
individual firm is unable to receive adequate credit elsewhere. 

Note issue: Federal reserve notes: General description. Two 
kinds of notes may be issued by the federal reserve banks: federal 
reserve notes and federal reserve bank notes. 

The federal reserve notes, though nominally the obligation of 
the United States Government, are the direct obligation of the 
federal reserve bank of issue. They constitute, together with the fed- 
eral reserve bank notes, a first lien against all the assets of the issu- 
ing bank. These notes are thus essentially bank notes of the normal 
type described in the preceding chapter, rather than government 
notes. 



SECURITY AND RESERVE 323 

Security and reserve. Federal reserve notes are issued on the basis 
of collateral pledged as security with the Federal Reserve Agent. 
Initially each reserve bank was required to maintain a reserve 
in gold of not less than 40 per cent of its notes in actual circu- 
lation; in addition federal reserve notes could be issued only on 
the basis and to the amount of eligible paper pledged to secure 
them. Their notes were then backed by a 40 per cent gold reserve 
and in addition by a 100 per cent reserve in eligible commercial 
paper. 

Eligible commercial paper was defined as short-term paper based 
upon commercial, industrial, or agricultural transactions. Thus the 
volume of federal reserve notes was to expand and contract with the 
needs of business. Federal reserve notes went into circulation when 
member banks rediscounted their customers’ paper at the reserve 
bank, which in turn procured notes by pledging the discounted 
items with the Federal Reserve Agent. 

Notes normally went out of circulation when customers repaid 
their indebtedness, for this enabled the member bank to liquidate 
its borrowings at the reserve bank and forced the reserve bank to 
retire an amount of notes equal tcnthe repaid loans, unless indeed it 
had other paper to pledge with the reserve agent for that which had 
matured and been paid off. 

Since the passage of the original act the definition of eligible 
collateral has been changed several times. At the present time a 25 
per cent reserve consisting of gold certificates (gold having been 
withdrawn from circulation) must be held against outstanding 
federal reserve notes. Security to the amount of the remaining 75 
per cent of the notes must be presented in the form of gold certifi- 
cates or eligible collateral. 

The paper collateral held as legal security against these notes 
may consist of the following: (1) notes, drafts, bills of exchange, 
and acceptances which have been discounted for individual firms 
by a federal reserve bank; (2) rediscounted eligible paper and col- 
lateral notes of member banks secured by eligible paper or govern- 
ment bonds; (3) bills of exchange; and (4) direct obligations of the 
United States. 

On April 28, 1948, there were $24,473,210,000 of federal reserve 
notes outstanding, against which the federal reserve banks had 
pledged with the Federal Reserve Agents collateral security of 
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$13,159,000,000 in gold certificates, $85,094,000 in eligible paper, 
and United States Government securities amounting to $12,750,- 
000,000. In other words, federal reserve notes are now secured 
almost entirely by United States Government securities and gold 
certificates, with the latter having no intrinsic value. 

Loss of original concept of elasticity. As the Federal Reserve Act 
now stands, it constitutes a final and complete break with the 
intent of the original act, which was that federal reserve notes 
were to be issued to meet the needs of business as manifested by 
the discounting of short-term, self-liquidating commercial paper. 

The founders of the Federal Reserve System contemplated that 
the federal reserve notes would ultimately constitute the largest 
part of the monetary circulation, and they believed that elasticity 
of note issue, with the volume of notes responsive alone to the 
seasonal, cyclical, and other changes in business needs, was assured 
by the previously described relation between the notes and eligible 
commercial paper. As matters have developed, while the federal 
reserve notes are as safe and sound as the credit of the government 
and the assets of the federal reserve banks can make them, the 
scheme of elasticity has been seriously upset by the substitution, in 
the main, of government bonds for the short-term, self-liquidating 
commercial paper as the basis for the issue of these notes. 

But while the founders' plan for elasticity has thus gone askew, 
it must not be thought that the volume of federal reserve notes in 
circulation is invariable. The volume is affected by the need for 
hand-to-hand money, which varies with business activity, normally 
reaching a peak during the Christmas holidays. Any member bank 
can always meet an additional need for money by translating its 
deposits with the reserve bank into federal reserve notes. Moreover 
by the process of rediscount or borrowing on its collateral note, the 
member bank in sound condition can always increase its deposits 
with the reserve bank or its stock of federal reserve notes. 

The local banks can meet the needs of their customers for cur- 
rency in times of special business activity through granting de- 
posits or giving federal reserve notes; when the special need is over, 
the currency contracts as loans are paid off, deposits decline, and 
the federal reserve notes are returned to the federal reserve banks 
in exchange for paper previously rediscounted and now paid off. 

Federal reserve bank notes. End of the national bank notes. It 
was evidently the intent of the authors of the Federal Reserve Act 
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that the notes of the federal reserve banks should ultimately dis- 
place at least the greater part of the existing national bank notes. 
The law therefore repealed that part of the national banking act 
which required each national bank to invest a certain part of its 
capital in United States bonds. It further provided that, within 
certain limits, the national banks might sell to the federal reserve 
banks at par bonds which they had deposited to secure their notes 
and might retire the corresponding notes. The federal reserve 
banks, upon purchase of such bonds, were permitted to issue their 
own federal reserve bank notes secured by the bonds. As an al- 
ternative to issuing federal reserve bank notes, the federal reserve 
banks were permitted to exchange the 2 per cent bonds, thus 
bought from the banks, with the United States Treasury for new 3 
per cent bonds or notes without the circulation privilege. As a 
matter of fact this program was never carried out; the interference 
of the First World War and the later reluctance of the national 
banks to surrender their circulation made it abortive. 

The federal reserve bank notes have never become an important 
part of the monetary system. On June 12, 1945, Congress terminated 
the authority of federal reserve hanks to issue such notes. There 
were $534,000,000 of federal reserve bank notes outstanding on 
June 30, 1946; by March 31, 1948, this amount had been reduced 
to $370,000,000. 

In the year 1935, the Secretary of the Treasury called for redemp- 
tion all outstanding bonds having the note-issue privilege. For this 
purpose the Treasury used the greater part of the gold “profit”* 
from devaluing the gold dollar which was not devoted to the 
“stabilization fund.” The entire issue of 2 per cent bonds, which 
for many years had been the only bonds to confer the circulation 
privilege, was thus wiped out by this action. The right to issue 
national bank notes against certain other United States obligations, 
which had been conferred by legislation of July 22, 1932, expired 
on July 22, 1935. In consequence, there existed no bonds eligible 
for securing national bank notes after August 1, 1935. 

The Treasury has paid the national banks for their bonds and re- 
turned to them their redemption fund, and the banks have paid to 
the Treasury the sums necessary to redeem their notes. As fast as 
the national bank notes come into the Treasury, they are redeemed 
and canceled. This action results in some simplification of the cur- 
rency system and reduces somewhat the advantage of the national 
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bank charter. On July 30, 1934, there were nearly a billion dollars 
in national bank notes outstanding. By March 31, 1948, the volume 
o£ national bank notes had been reduced to 102 millions, and 
doubtless much of this has been lost or has found its way into the 
hands of collectors. 

Reserves against deposits: Legal requirements. The federal re- 
serve banks receive ordinary deposits only from their member 
banks, foreign banks, and the United States Government and cer- 
tain of its agencies; but deposits for the purpose of exchange and 
collection are received also from other federal reserve banks and 
from state banks and trust companies which are not members of the 
system. Against its deposits each federal reserve bank is required 
normally to keep a reserve of gold certificates (formerly gold) of at 
least 25 per cent. 

Each member bank is required to keep with the reserve bank 
of its district a deposit not less than a certain percentage of its 
own deposits. The minimum lawful reserves are 3 per cent for 
time deposits; and, for demand deposits, 7 per cent for a country 
bank, 10 per cent for a reserve city bank, and 13 per cent for a 
central reserve city bank. For tliie purpose of this classification the 
main financial centers of New York and Chicago have been desig- 
nated as central reserve cities. Certain other large cities have been 
designated as reserve cities, while banks in all the remaining cities 
and towns are designated country banks. 

The Board of Governors has the authority to vary the reserve re- 
quirements provided it does not set them below the minimums just 
stated, or higher than twice those amounts. On July 1, 1948 the 
reserve requirements were 6 per cent for time deposits, and 14, 20, 
and 24 per cent respectively for demand deposits. 

Centralized reserves. The Federal Reserve System is fairly well 
adapted to furnish a central reservoir and centralized control for 
the country's banking reserves. The only reserves against deposits 
now required by law of the member banks are their balances with 
the federal reserve banks. 

The federal reserve banks have, on the other hand, maintained 
very large reserves, generally far in excess of the legal requirements. 
Their gold holdings were almost from the start extraordinarily 
swelled as a result of the suspension of gold payments throughout 
most of the world, the enormous demand for American exports, and 
other events of the First World War. In the wake of this war the 
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balance of exports in excess of imports remained large; moreover 
the political instability of Europe and other parts of the world in- 
clined many people to try to preserve their fortunes by shifting the 
fluid part to America. 

Mobile reserves. Not only do the federal reserve banks have a 
large reserve, in absolute amount as well as in relation to their 
liabilities and to the total monetary gold of the world, but this re- 
serve, as well as the reserves of the member banks, is effectively 
mobilized. The banking reserves of the country are concentrated, 
available, and controlled in the public interest. Through dealings 
between the reserve banks themselves, directed and controlled by 
the Board of Governors, it is possible to direct the flow of reserves 
to the particular districts where for the time being the need is 
urgent. 

Whereas in former days sound liquid banks were sometimes 
forced to fail because they could not obtain quickly the money due 
them from other banks, such an event is now virtually impossible. 
Any soundly managed member bank can convert resources into 
cash sufficient to meet any run, either by rediscounting with the 
federal reserve bank certain eligible paper or by borrowing on its 
notes with United States Government securities as collateral. On 
the other hand, a bank which has no eligible paper or government 
securities — a condition clearly indicating unsound management — 
has no means of rediscounting at the federal reserve bank though 
it may resort to the limit device of advances.^ 

Control of credit: Qualitative and quantitative control. The con- 
trol of credit has both a qualitative and a quantitative aspect, and 
both have been provided for in the operations of the Federal Re- 
serve System. The founders of the system placed chief emphasis on 
a qualitative control and sought by a strict and limited definition 
of eligible paper to confine the use of federal reserve credit to 
normal commercial, industrial, and agricultural short-term finan- 
cing. For quantitative control reliance was placed on the regulation 
of the rediscount rate and on what are known as open-market 
operations. 

In the development of the system, the forms of qualitative con- 
trol have to some extent been elaborated, but through the liberal- 
ization of the definition of eligible paper, the effectiveness of this 
type of control has been considerably weakened. Quantitative con- 

iSee page 322. 
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trol moreover has been more strongly emphasized, and to the two 
original methods provided for such control has been added the 
power of the Federal Reserve to vary within limits the minimum re- 
serve ratios of the member banks. 

Control through rediscount rates. Just as the individual bank 
endeavors to control its reserve ratio by varying its rate of discount, 
so the power of the federal reserve banks to vary the rediscount 
rates charged member banks constitutes one of the available meth- 
ods for controlling the volume of bank credit. By raising the rate the 
cost of borrowing at the federal reserve bank is increased, tending 
to dissuade member banks from making new loans. By thus slow- 
ing down the granting of new loans, while old loans are paid off 
at a predetermined rate, the volume of credit tends to be con- 
tracted. Conversely the lowering of the rediscount rate was sup- 
posed to expand bank credit by encouraging member banks to 
increase their own loans through increased borrowing at the fed- 
eral reserve banks. 

However the rediscount rate has not proved to be an effective 
instrument for quantitative credit control. The demand for short- 
term loans by business is influenced more by factors other than the 
interest rate and is therefore highly elastic. While normally changes 
in the rediscount rate have had their effect, as much for their indi- 
cation of a change in central banking policy as for their effect upon 
the cost of loans, they were rendered virtually impotent during 
a period of heavy excess reserves, such as the late 1950's, and the 
consequent declining dependence of member banks for loans on 
the federal reserve banks. 

The federal reserve banks have thus come to rely more heavily 
upon open-market operations, together with credit rationing and 
moral suasion, than on changes in the discount rate as methods of 
controlling credit. This stands in sharp contrast with the practices 
of the Bank of England, the Bank of France, and the other great 
central banks, whose influence over the national discount market 
is exercised largely through manipulation of their own discount 
rates. 

Open-market operations. The dealings of federal reserve banks 
with the public, called open-market operations, consist of buying 
and selling in the public markets certain specified items — ^bills of 
exchange eligible for discount, bankers' acceptances, direct and 
guaranteed obligations of the United States and of its political sub- 
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divisions. Experience has taught that this is an effective instru- 
mentality of control, permitting positive action by the authorities 
rather than passive waiting for requests from member banks for 
advances or rediscounts. 

Purchases by federal reserve banks in the open market evidently 
tend to relieve tension in the money market, either by adding to 
the existing volume of money by payment for their purchases with 
federal reserve notes, or by increasing member banks’ balances with 
the federal reserve banks, and thus augmenting the power of mem- 
ber banks to make loans and to expand their deposits. Similarly 
the sale of securities or of commercial paper on the open market 
will reduce either the amount of money in circulation or decrease 
member banks’ balances with the reserve banks and so decrease the 
ability of member banks to expand their own deposit currency and 
perhaps even force them to contract it. 

The increased importance attached to quantitative control of 
credit required that the open-market machinery be brought more 
fully and directly under the centralized authority of the Board of 
Governors. A Federal Open-Market Committee has been established 
consisting of the members of the Board of Governors of the Federal 
Reserve System and five representatives of the federal reserve banks. 
The committee adopts and transmits to the federal reserve banks 
regulations relating to the open-market transactions of such 
banks. The open-market operations of every federal reserve bank 
must be in accordance with the direction and regulations of this 
committee. The time, character, and volume of all transactions in 
paper eligible for open-market operations must be governed with a 
view to accommodating commerce and business, and with regard to 
the bearing of such transactions upon the general credit situation 
of the country. 

Open-market operations can be successful as a means of expand- 
ing member bank reserves because of the tremendous quantity of 
eligible paper available for purchase by the federal reserve banks. 
However, mere expansion of reserves is no guarantee that the mem- 
ber banks will expand their loans. For in the last analysis, the 
quantity of loans depends upon the demand for loans, and the 
Federal Reserve System has no direct means of increasing this de- 
mand. 

On the other hand, open-market operations are not always suc- 
cessful as a means of contracting credit. Federal reserve banks may 
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sell securities on the market in the attempt to reduce member 
banks' reserves and thus force them to restrict their loans, but such 
a program is successful only when member banks have small re- 
serves. Because of heavy gold imports and other factors, member 
banks had large excess reserves all during the 1930's. Even had the 
reserve banks sold all of their securities, member banks' reserves 
would still have been substantially in excess of requirements. 

During the Second World War the situation was radically 
changed; member banks had relatively small amounts of excess 
reserves, and the Federal Open-Market Committee pursued a policy 
of easy money by standing ready to purchase all eligible paper at 
any time. 

Regulation of reserve ratios of member banks. The most re- 
cently developed instrument of quantitative control of credit is the 
regulation of the member banks' reserve ratios, i.e.y the percentages 
of deposits which they must hold as reserve with the federal re- 
serve banks. Under the banking act of 1935 the Board of Gov- 
ernors of the Federal Reserve System may, “in order to prevent in- 
jurious credit expansion or contraction," change by regulation the 
percentage requirements. If a baijk required to carry a 10 per cent 
reserve were directed to jump its reserve to 20 per cent, its loaning 
capacity would be reduced, and a lowering of the reserve per- 
centage later would enhance this capacity. Of course, instead of 
curtailing loans when the reserve requirement is increased, the 
bank may sell securities from its portfolio and transfer the proceeds 
to its reserve account. 

Nevertheless this method of control is even more direct and 
powerful than open-market operations in creating or absorbing ex- 
cess reserves. Moreover by reducing reserves and forcing members 
to become indebted to the federal reserve banks, the board can 
make changes in the rediscount rate more effective in credit regula- 
tion. Such control is a new device in central bank technique; how 
useful it may prove to be is problematical. 

A national system of clearing. The Federal Reserve System has 
also become a national clearing house for settling the claims of the 
reserve banks against each other and for collection of checks, drafts, 
and other claims of individual banks against out-of-town banks, 
both in its own and in the other federal reserve districts. While the 
system is far from universal, on December 31, 1947, there were 
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12,071 banks, ^ 86 per cent o£ the total, which had agreed to remit 
at par for checks sent by the federal reserve banks for payment. 

Government fiscal agency. The reader will recall that, following 
the banking collapse in 1837, Congress established the Independent 
Treasury system, and that later a variable number of national banks 
w^ere used as depositories of public funds. The Federal Reserve Act 
partly removed the distinction in favor of national banks by ex- 
tending the privilege of holding government deposits to state banks 
that were members of the Federal Reserve. Of greater significance 
was the provision that the funds of the United States might be de- 
posited with federal reserve banks and that these banks might be 
required to act as fiscal agents of the Treasury. In 1921 the sub- 
treasuries were abolished and the Treasury has made progress 
towards curtailing its reliance upon the local banks and concen- 
trating its fiscal business in the hands of the federal reserve banks. 

Today the twelve federal reserve banks carry the principal check- 
ing accounts of the United States Treasury, receiving payments 
from taxpayers and purchasers of government securities, which are 
credited to the Treasury’s account, and paying the government’s 
checks, which are charged to the^ Treasury’s account. The reserve 
banks handle most of the work of issuing and redeeming govern- 
ment obligations, and act as custodians of collateral and securities 
in connection with the lending and other financial activities of 
many government agencies, such as the Reconstruction Finance 
Coiporation. Finally the Federal Reserve Bank of New York acts 
as the agent of the United States Treasury in the foreign exchange 
operations of the Treasury’s Stabilization Fund. 

1 Represents banks on which checks are drawn, except that it excludes both 
member and nonmember mutual savings banks, on a leu of winch some checks 
are drawn. 



CHAPTER XVII 


Recent Developments in American Banking 

A decentralized banking system: The local banks in 1929. Al- 
though the Federal Reserve brought to American banking more 
semblance of order and centralized control than it had had before, 
the local banking system still remained what it always had been, 
a multitude of small independent local banks. This condition has 
persisted down to the present time. 

For its ordinary banking needs the public is served by (1) the 
national banks, under federal charter; (2) state banks, trust com- 
panies, and savings banks, chartered by the several states: and (3) 
unincorported private banks. It will be recalled that all national 
banks must be members of tire Federal Reserve System, while for 
the state institutions membership is optional. The accompanying 
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I. All Banks 

NUMBER 


RESOURCES (in 

billions) 



1921 

1929 

1921 

1929 

National banks 

8,154 

7,536 

$20,5 

$27.4 

State banks 

18,875 

14,437 

14.2 

16.8 

Loan and trust companies 

1,474 

1,608 

8.2 

16.1 

Stock savings banks 

978 

747 

0.5 

1.5 

Mutual savings banks 

623 

611 

6.0 

10.0 

Private banks 

708 

391 

0.2 

0,2 

Total 

30,812 

25,330 

$49.6 

$72.0 

II. Federal Reserve Membership 






RESOURCES (in 


NUMBER 

billions) 


1921 

1929 

1921 

1929 

National banks 

8,154 

7,536 

$20.5 

$27.4 

State member banks 

1,595 

1,171 

10.0 

18.5 

Total member banks 

9,749 

8,707 

$30.5 

$45.9 

Nonmember banks 

21,063 

16,623 

$19.1 

$26.1 
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table will serve to give a broad statistical picture of this system as 
it was in 1921 and in 1929. 

Omitting private banks and savings banks, the country’s bank- 
ing business was handled in 1929 by something over 23,500 banks. 
About a third were national banks, having average resources of 
about 13,500,000 and owning slightly over 40 per cent of total bank 
resources, while the remainder were state banks and trust com- 
panies with average resources of around $2,000,000. This is in 
marked contrast with the situation in most other countries; in 
Canada, for example, there were in 1928 only 10 large central 
banks, with average resources of nearly $350,000,000. 

Even these figures do not show as convincingly as do the figures 
on bank capitalization the extent to which the small bank pre- 
vailed. In 1929 only 28 per cent of the banks of the country had 
capital of $100,000 or over; of the remaining 72 per cent, 21.9 per 
cent had less than $25,000, 21.5 per cent had exactly $25,000, and 
the rest between $25,000 and $100,000. Over 80 per cent of the 
banks were located in towns of 10,000 or less population, but these 
banks accounted for only 23.4 per cent of the total capitalization. 

Branch banking limited. Without doubt the characteristic de- 
centralization of banking in the United States would not have per- 
sisted as it has, had branch banking been generally permitted. Only 
in recent years, however, have there been any important steps away 
from the prevailing condition of local decentralization. In Cali- 
fornia and certain other states, the state law has for some time per- 
mitted branch banking, and great systems of branches have been 
developed, state-wide, county-wide, or city-wide. 

The competition of these state banking institutions finally forced 
Congress, after a long and bitter legislative struggle, to grant to the 
national banks certain branch banking powers. The IMcFadden act 
of 1927 provided that in any state which permitted branch banking 
both national and state members of the Federal Reserve System 
might, with certain limitations as to national banks, establish and 
maintain branches within the limits of the city where the parent 
bank was located. By 1929 there were 818 banks operating 3,440 
branches in the United States, with the great majority of the branch 
offices situated in the local communities of the respective parent 
banks. While these banks with branches formed an important part 
of the banking system, owning about 40 per cent of the loans and 
investments of ail banks, branch banking had not proceeded ex- 
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tensively enough to alter the essential character of the American 
local banking system. 

Another development of considerable importance has been the 
establishment of elaborate “chains'' or “groups” of banks, held to- 
gether by various devices, the most common being the holding com- 
pany. This was a device which in fact achieved branch banking, but 
without the sanction of state or federal law. These bank-holding 
companies were not subject to federal control and supervision until 
made so by the banking act of 1933. 

In June, 1929, there were 275 such chains or groups of banks in 
the United States, controlling 1,802 unit banks, which in turn 
owned 40 per cent of all the branches in the country. The loans 
and investments of all banks controlled by chains or groups 
amounted to about 15 per cent of the loans and investments of all 
banks. Nevertheless important as they were, the chains did not 
permeate the banking structure sufficiently to be a major factor in 
the situation. 

Weaknesses of decentralized banking. There are serious inherent 
weaknesses in a system of small independent local banks. By the 
multiplication of banks, the country's banking capital and deposits 
are so minutely divided that many local banks are too small to 
provide effective management or service. 

Banking had in 1929 become one of the most overexpanded in- 
dustries. The small capital required under state and federal laws 
made it easy to organize a bank. Towns were jealous of one another, 
and so each had to have its bank. Dissatisfied customers of one bank 
or ambitious local capitalists or adventurers would often start a 
second or a third bank in a town which could not decently support 
one. 

Competition among these banks, many in a failing condition, 
was severe, ruthless, and unintelligent. High interest rates were 
paid on deposits, and many services were performed without charge 
and at a loss. The banks competed in “service to the community,” 
which largely meant buying local securities and making loans on 
hope and uninformed faith rather than upon an intelligent anal- 
ysis of the borrowers' ability to repay. Thus each bank's portfolio 
of loans and investments contained too many local items, and the 
life of the bank became dependent upon the stability, permanence, 
and success of the small locality. 

This competition had effects on banking practices. By the sheer 
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necessity of acquiring sufficient earnings on a relatively small vol- 
ume of loans to support their overhead costs, the banks were ire- 
quently forced to charge exorbitant interest rates for loans, and at 
such rates loans could be made only to necessitous local borrowers. 
Such investments as could be made in securities traded on the open 
market had for the same reason to be made in nominally high- 
yield bonds and mortgages regardless of safety or liquidity. Bank 
buildings were frequently excessively elaborate in architecture and 
equipment, and the size of the staff was excessive. Salaries, however, 
were often too small to be attractive to men of adequate training 
and capacity. 

The small-town state banks w^ere on the whole indifferent, if 
not hostile, to the Federal Reserve System. In 1929 only 7 per cent 
of all the state banks belonged to the system, and these were the 
larger banks. The national banks in small towns or cities had a 
difficult time competing with the state banks, for in many states 
the banking laws were more liberal and the supervision more lax. 
This made the way of the national bank supervisors difficult, since 
severity was frequently answered by threats to denationalize and 
take out a state charter. The diffiaulty was partly adjusted by low- 
ering the national bank standards (by the act of 1927 and other 
amendments) as well as by less punctilious examinations. 

Situation in the decade prior to 1933: Expansion of credit. 
Among the financial features of this period which had a bearing 
upon the banking situation in 1929, we note first a gigantic ex- 
pansion of credit in the United States, marked by an increase of 
about fifteen billion dollars in loans and investments of commercial 
banks, with the total for all member banks of the Federal Reserve 
System rising to thirty-six billion dollars. Such an expansion was 
made possible by the inflow of gold from countries off the gold 
standard or on a gold-exchange standard and by the “easy money’' 
policies of the federal reserve banks. This federal reserve policy was 
dictated partly by political and industrial conditions in the United 
States and partly by a program of cooperation between the Federal 
Reserve Bank of New York and the Bank of England. Most of this 
increase in credit was neither needed nor used for normal short- 
term commercial operations but went into speculation in real estate, 
speculative construction, and the taking up of a tremendous issue 
of securities, both domestic and foreign. 

Lending and investing abroad was a rather novel practice for 
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Americans, but at the end of 1932, after considerable reductions 
from both default and resale, the private foreign investments of 
the United States amounted, conservatively estimated, to fifteen 
billion dollars, of which seven billions were represented by se- 
curity investments in the ordinary sense and eight billions by direct 
ownership of capital assets. 

The annual lending of immense sums abroad had permitted 
the merchandise export balance of the United States to expand, in 
spite of rising trade barriers and against the influence of net pay- 
ments due the United States because of its creditor position. This 
made possible large exjDorts of heavy mechanical equipment and of 
agricultural products, which served to maintain these types of en- 
terprise in precarious balance, despite the overexpanded condition 
of their productive capacities in relation to the domestic market 
and in relation to the reviving and expanding productive capac- 
ities of other parts of the world. 

The new annual loans also served to conceal the inherent diffi- 
culties of payments on the intergovernmental debts and reparations 
in a world of rising trade barriers and badly distributed monetary 
stocks of gold. • 

Financial crises in 1929 and 1931 . Despite persistent depression 
in agriculture, industry in the United States had with minor ex- 
ceptions been fairly prosperous after 1920, but in 1929 the tide 
turned. Funds in the United States were increasingly in demand 
for speculation in the domestic security markets. It was becoming 
evident that the structure of international finance was unsound., 
With foreign lending reduced, the export industries of the United 
States were either losing their foreign markets or saving some of 
them by taking new credit risks and selling on open account, and 
the unnatural export balance of the United States was declining. 

By the summer of 1929 most lines of business activity in the 
United States were showing some recession, and this was fatal to 
a domestic structure of speculative credit which was based on ex- 
pectation of everlasting expansion, of accelerated profit taking, and 
of security values which could move only up. Liquidation made a 
sudden start on its predestined long journey, foreign lending came 
to a standstill, and the postponed and now intensified problems of 
postwar economic readjustments presented themselves for fresh con- 
sideration. 

In the- summer of 1931 a crisis was reached in international 
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financial relations, with successive breakdowns in Austria, Germany, 
and Great Britain; this was despite considerable international 
cooperation, in which the United States participated by moratoria 
on the allied war debts and on commercial debts, as well as by 
special advances to foreign central banks. Great Britain left the 
gold standard in September, 1931, and was followed by up%vards of 
thirty countries, leaving a slender ‘‘gold bloc” consisting of France, 
Holland, Belgium, Switzerland, and Poland. There was universal 
withdrawal of balances of short-term capital from foreign banks, 
especially from the United States. Among the consequences of this 
action were renewed credit liquidation, heavy cash withdrawals 
from the banks, and increased failures in the United States. 

A decade of bank failures. From 1921 through 1932, 10,816 banks 
suspended; 5,102 of these failures occurred within the three years, 
1930, 1931, and 1932, following the crash of 1929. This is the worst 
record of bank failures in the world’s history, despite the fact that 
the United States was the wealthiest nation in the wwid and had 
gained most and suffered least from the First World War. With a 
sound banking system this crash would have been unnecessary. 
Neither England nor Canada was completely insulated from the 
influence of the forces at work in the world at that time, yet not 
a single bank in England or in Canada failed because of the de- 
pression. 

Analysis of these bank suspensions showed that the rate of failure 
was higher among nonmember than member banks, among banks 
in the smaller ranges of capitalization, among banks in the towns 
and cities of small population, among banks in agricultural areas 
as compared with industrial territory, and among state banks as 
compared with national banks because of their smaller size and 
looser supervision. 

In the early months of 1933 the American banking system virtu- 
ally broke down. Among the causal events leading up to this crisis, 
the following are especially deserving of mention: accumulation of 
huge deficits in government financing, a substantial decline in 
commodity prices, bold discussion in Congress of various fiat (irre- 
deemable) money proposals, the suspension between 1929 and July, 
1932, of approximately a fifth of all the banks operating in the 
earlier year, further increase of bank failures after November, 1932, 
loss of gold by export, and an unprecedented popular movement 
toward the hoarding of gold. 
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In January and February, 1933, there were mass closings of banks 
by cities and states. Finally on March 5 came the proclamation of 
President Roosevelt closing all the banks in the country for a 
period of four days beginning on March 6 and placing an embargo 
on gold withdrawals and exports. Congress was called in special 
session on March 9 and on that day passed the emergency bank act, 
giving the President emergency powers over the banking system. 

Structural changes since 1929: Introduction. Congress and the 
state legislatures have since 1929 enacted many important laws to 
mend the weaknesses of the banking system which were demon- 
strated by the stock market boom of 1926-29, the panics of 1929, 
1931, and 1933, and the depression ot 1929-36. This legislation, 
especially that of the federal government, together with the effects 
of the adjustments made to these successive crises, has changed con- 
siderably the structure of the banking system and has put into 
effect new theoretical conceptions of the nature and functions of 
central banks. 

Branch banking. Branch banking received modest encourage- 
ment in the banking act of 1933 by the grant to national banks of 
authority to establish and operate branches, either in the city or 
throughout the state in which the bank is located, provided that 
similar authority to maintain branches is specifically granted to 
state banks by the laws of the state in question. This permission is, 
however, subject to severe restrictions as to the population of the 
place and the size of the bank, which ai'e intended to limit the 
establishment of branches in small places and by small banks. A 
number of states have liberalized their banking laws in consequence 
of this action, but even today branch banking is still operating on 
a comparatively small scale. 

Branch banking offers one important means of correcting the 
faults of the decentralized local banking system. It affords greater 
safety by permitting a wider diversification of loans and invest- 
ments. In addition, because of the less intimate nature of the 
branch bank, the granting of loans can be made on the basis of a 
more scientific credit appraisal. Deposits are also safer because they 
are spread all over the nation, though still backed by the aggregate 
resources of the parent bank. Capital is more mobile, and interest 
rates tend to be more uniform. The greater diversification, as well 
as the ease in shifting funds to troubled areas, makes a branch 
banking system more capable of resisting the shock of depressions. 
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Tile general level of service is higher, since each branch enjoys the 
use of all the specialized services offered by the parent bank and 
can command better managerial skill. Finally banking facilities 
can be more numerous without suffering from the danger of un- 
dercapitalization that faces small unit banks. 

Holding company affiliates. The banking act of 1933 gave some 
attention to tjie related problem of chain banking — the problem 
arising from the control and direction of a group of banks by a 
holding company. The act requires such a holding company, called 
a holding company affiliate, to secure a permit from the Board of 
Governors before it may vote the stock which it owns in a member 
bank. To obtain the voting permit the holding company must 
submit to examination like any national bank, must build up assets 
other than bank stock, and must dissolve any connection with a 
security selling organization. Member banks are restricted in the 
making of loans to a holding company affiliate, in the purchase of 
its obligations, and in the acceptance of such obligations as col- 
lateral for loans to others. Of any group of member banks affiliated 
with a holding company only one may participate in the nomi- 
nation and election of directors of^a federal reserve bank. Some, 
measure of control was thus extended over a form of banking 
organization which had been open to considerable abuse. 

In recent years, the place of bank chains or groups in the Amer- 
ican banking scene has been steadily declining in significance. 
Thus as of December 31, 1943, there were in existence only 131 
groups and chains, controlling 837 unit banks, which were operat- 
ing but 22 per cent of all the branch banks in the United States. 
Furthermore, the combined deposits of these chains were only 
$15,266,000,000, being 14 per cent of the total deposits of all com- 
mercial banks. This gradual decline of chain banking may be 
attributed in part to the greater efficiency and desirability of branch 
banking as a means of accomplishing the same purpose. 

Capital requirements. As a step toward the elimination of diffi- 
culties arising out of the keen competition in a banking system 
composed of very many small and frequently undercapitalized in- 
dependent banks, recent legislation has altered capital require- 
ments. 

Legislation in 1931 and 1935 increased the minimum capital for 
national banks to $50,000 for a bank in a place having a popula- 
tion of less than 6,000, with correspondingly larger requirements in 
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the larger localities. State banks are excluded from membership 
in the Federal Reserve unless the national bank capital require- 
ments are met. 

The banking act of 1935 further requires that newly organized 
national banks must have surpluses equal to 20 per cent of their 
capital stock, and that every national bank must build up its sur- 
plus out of earnings to a level of 100 per cent of capital stock in- 
stead of the 20 per cent level formerly required. In one respect 
this accumulation of larger surplus is offset by the loss of the se- 
curity afforded to depositors by the double liability of shareholders^ 
which has now been abandoned. 

Divorce of commercial and investment banking. The reader 
has been reminded that the keenly competitive search for banking 
profits during the 1920’s developed unwise policies in the granting 
of credit by commercial and investment banks. Commercial banks 
devoted more and more of their resources to strictly speculative 
loans, to real estate loans, to investment holdings, and even to deal- 
ings in securities. The shift of funds away from strictly commercial 
banking functions was intensified under the conditions of business 
depression. 

In fact there were instances of close affiliation of commercial 
banking with other forms of enterprise. Not infrequently close 
relationships between commercial banks and companies dealing in 
securities or in real estate were created by the holding company de- 
vice; in other cases the bank itself owned the controlling stock in 
an affiliated company. 

It is the general consensus of opinion that a commercial bank 
should be divorced from the investment business, real estate pro- 
motion, and other such interests, especially if it has a pecuniary 
interest in the profits of the other enterprises. Indeed it is difficult 
to see how an officer of a bank can bring an unbiased judgment 
to bear on the wisdom of making a loan to a customer which will 
enable the latter to purchase an issue of stock or a piece of real 
estate offered for sale by a company affiliated with the bank. 

The banking act of 1933 sought to correct these defects. Limits 
were placed on loans by any member bank to its own officers, loans 
to security affiliates were forbidden, and the amount of the obliga- 
tions of such affiliates which might be accepted as collateral on 
loans was restricted. 

Another group of provisions was intended to effect a divorce be- 
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tween commercial and investment banking. ISIember banks were 
forbidden to engage in the investment banking business; a limit 
was placed on the amount of any one issue of securities that a mem- 
ber bank might hold on its own investment account; and it w^as stip- 
ulated that no member bank might be affiliated in any way with an 
organization engaged principally in the issue or distribution of se- 
curities, and that no officer or director of a member bank might be 
an officer, director, or manager of any organization engaged pri- 
marily in the business of buying, selling, or negotiating securities, 
unless with permission of the Board of Governors. On the other 
side, no enterprise engaged in investment banking w^as permitted to 
engage in the business of receiving deposits. The banking act of 
1935 slightly relaxed some of these prohibitions and gave the banks 
a limited privilege of imdcrwTiting and dealing in securities. 

Centralized control of the banking system. The Board of Gov- 
ernors had not, up to 1933, attained to that dominance in the bank- 
ing system which was regarded by many as desirable. A number of 
changes were accordingly made, designed to bring about greater 
integration within the Federal Reserve System itself through a 
strengthening of the control of the Board of Governors. This con- 
trol was fortified by the power granted the board to alter reserve 
requirements, to regulate the payment of interest on time and sav- 
ings deposits, to exercise supervision over credit for speculative pur- 
poses, to establish regulations governing the standards for redis- 
counts and loans by federal reserve banks to members, to set the 
rediscount rates of the banks, and to control through the Open- 
Market Committee all open-market operations and impose its de- 
cisions upon the federal reserve banks. The control w^as further 
strengthened by the power granted in 1933 to order the removal of 
any director or officer of a member bank if, after warning, he con- 
tinued to violate any banking law or continued “unsafe or unsound 
practices." 

Government banking: Reconstruction Finance Corporation. The 
increasingly critical condition of American banks, evidenced by the 
failure of 1,072 banks in the five months beginning with Septem- 
ber, 1931, and the intensification of hoarding, led the United States 
Government to take various measures to support the credit situa- 
tion. The first of these was the organization in October, 1931, of the 
National Credit Corporation for self-help among the banks. This 
involved the pooling of resources so that loans might be made on 
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call to distressed members. The National Credit Corporation did 
not, however, prove to be of much service, and in February, 1932, it 
was replaced by the newly created Reconstruction Finance Cor- 
poration. 

The Reconstruction Finance Corporation was originally estab- 
lished by act of Congress as an emergency agency to lend funds to 
distressed financial institutions, railroads, and farmers. Its life has 
been extended several times, and today it is a gigantic corporation,, 
in reality a huge government bank, with thirty-one branches 
throughout the country, playing a predominant role in both long- 
term and short-term finance. The corporation has become inti- 
mately articulated with the Treasury and the financial system of the 
country. 

The RFC started with capital stock — at present, 375 million dol- 
lars — subscribed by the government, and was authorized to borrow 
on its own obligations up to three times the amount of its capital. 
It was empowered to make loans to banks, building and loan asso- 
ciations, insurance companies, mortgage companies, federal agri- 
cultural banks, agricultural and livestock credit corporations, rail- 
roads, and the farmers. Later the lending power of the corporation 
was broadened to permit loans for self-liquidating public works 
undertaken by states, municipalities, and other public or semi- 
public agencies. The central purpose of the corporation was to use 
government credit for thawing frozen private credit. 

The RFC has participated in many large and important credit 
operations of the government since its formation. It provided the 
funds to reopen the banks in 1933 and to prepare them for deposit 
insurance, as well as to finance the liquidation of failed banks and 
the establishment of many of the emergency governmental agencies, 
such as the Flome Owners Loan Corporation, the Export-Import 
Bank, and the Rural Electrification Administration, 

In 1933 the corporation initiated an emergency measure which 
later became a fixed policy for handling emergencies; the prac- 
tice of making loans at first indirectly through the banks and later 
directly to business firms themselves to provide them with working 
capital. These latter loans authorized by law in June, 1934, were 
permissible only in the event that industrial firms were ‘'unable to 
obtain requisite financial assistance on a reasonable basis from the 
usual sources.'' 

From the beginning of the defense program in 1940 through to 
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the postwar reconversion period, the RFC has discharged such 
essential banking functions as financing activities essential to the 
national defense; industrial war plant conversion and construction, 
“stockpiling” strategic war materials, insuring property against 
losses from enemy attack, disposition of capital and producers' sur- 
plus war assets, and the making of loans to small business concerns. 

These exteijsive credit functions put the RFC in direct com- 
petition with the federal reserve banks in rediscounting the indus- 
trial paper of individual banks, and with the banks themselves in 
making direct loans to business concerns. That this competition 
was not inconsequential is shoxvn by the fact that up to March 31, 
1944, the RFC had disbursed 25iy^ billion dollars, of which 22 bil- 
lions were loans. However, the corporation was established to meet 
the unprecedented conditions of the business emergency when 
private and normal banking credit was largely frozen. Its powers 
to extend credit were purposely made liberal so that it could rein- 
force with government credit the shrinking credit of private sources 
and thereby stimulate business recovery. 

Agricultural credit agencies. In the special banking field of 
agricultural credit, the federal government has assumed new or 
amplified banking functions. The various agricultural agencies 
were consolidated into a new Farm Credit Administration under a 
single Governor, for the purpose of improving the efficiency of the 
credit service. The administration, in addition to the Governor, 
consists of the Land Bank Commissioner and the Intermediate 
Credit Commissioner, each of whom heads a centralized system of 
credit institutions. The institutions thus consolidated consist of 
(1) the twelve federal land banks — ^long-term mortgage banks, 
owned by some 3,000 cooperative national farm loan associations 
scattered over the country; (2) the Joint stock land banks — long-term 
mortgage banks, similar to the federal land banks, but privately 
owned and operated and to be liquidated, no new loans being per- 
mitted; (3) the twelve federal intermediate credit banks — operating 
in the same districts, housed in the same buildings, and governed 
by the same directorate as the federal land banks, but lending for 
periods from one to three years on agricultural products and live- 
stock; (4) twelve production credit corporations, supplied with gov- 
ernment funds and authorized to invest in the stock of, make loans 
to, and in large measure control the activities of, local production 
credit associations, which lend to farmers for general agricultural 
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purposes; and (5) the Central Bank for Cooperatives and twelve 
regional banks for cooperatives, with funds largely supplied by the 
government, authorized to make loans to cooperative associations 
which promote the orderly marketing of farm crops by holding, 
storing, processing, and marketing farm products, and by making 
loans to their members on the security of farm products deposited 
with them for eventual marketing. 

The federal government is thus prepared to perform functions 
which in times past were considered to be exclusively within the 
province of the banks, but which were not fully performed by them 
during the long period of bank closings and liquidations in agri- 
cultural areas. The federal farm agencies offer serious competition 
to commercial banks. They have entered into all the lending activ- 
ities of agricultural areas, and furthermore they charge a lower rate 
of interest. 

Congress went still further and created the farm mortgage cor- 
porations, to issue and use two billions of dollars of refinancing 
bonds, guaranteed by the government as to both principal and 
interest. The funds of the corporations are used (1) to refund 
bonds which had already been issued by the federal land banks 
for the purpose of refinancing farm mortgages, thus exchanging 
new bonds fully guaranteed for the former bonds, which were 
guaranteed only as to interest, and (2) to refinance mortgages of 
additional mortgagors wdio might be induced to exchange mort- 
gages for the newer type of bonds. 

Housing credit agencies. The home loan mortgage business had 
never been adequately provided with funds or effective machinery 
for granting, servicing, or rediscounting loans. One significant effect 
of the failures, in 1929 and thereafter, of the state and national 
commercial banks, as well as of tlae mortgage bond and mortgage 
guarantee companies, following as they did the excessive real estate 
developments between 1922 and 1929, was the complete prostration 
of the construction industry and the collapse of real estate values. 
It was felt by some that recovery from the depression would be 
impossible unless this situation wei'e relieved and the construction 
industry were revived. Into this situation stepped the government 
with a series of credit institutions. 

These agencies act as a directing and supervising organization 
and are themselves organized, in addition to the Office of the Ad- 
ministrator, into three constituent units: (1) the Federal Home 
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Loan Bank Administration, (2) the Federal Housing Administra- 
tion, and (3) the Federal Public Housing Authority. 

The Federal Home Loan Bank Administration supervises a group 
oi agencies which (1) extend to mortgage companies and the fed- 
eral savings and loan associations help in financing their lending 
operations, especially in emergencies, (2) do business similar to that 
of the building and loan associations, (3) insure the shares in the 
federal savings and loan associations and other members of the fed- 
eral home loan banks, and (4) from 1933 to 1936 purchased with 
government funds mortgages on homes and made supplemental 
cash loans when these were needed for such items as accrued taxes 
and repairs. 

The function of the Federal Housing Administration is to insure 
private lending institutions against loss of loans secured by mort- 
gages on one- to four-family dwellings or large-scale rental projects, 
and on loans for property repair or improvement. 

The Federal Public Housing Authority provided housing for per- 
sons engaged in war activities in areas tvhere acute shortages ex- 
isted, and it now assists local public housing agencies in low-rent 
housing and slum clearance projects. 

The National Housing Act also provided for the establishment of 
national mortgage associations, under federal charter, with power 
to buy and sell first mortgages and to borrow money for such pur- 
poses by the issuance of securities. One such institution, the Fed- 
eral National Mortgage Association, of Washington, D. C., was 
created by the RFC in 1938, but to date no other national mortgage 
association has been established. 

Criticism of government banking. To a certain extent special- 
ized banking activities of the government may be regarded as 
necessary salvage operations in an emergency characterized by gen- 
eral timidity and frequently paralyzing losses among private credit 
agencies. A great deal of hardship for the families of farmers and 
of urban home owners was averted or ameliorated. At the same 
time it must be recognized that putting government capital into 
competition with private capital on an extended scale does not 
tend to restore the active confidence of the latter in the prospects 
for profitable operations. The history of the assumption of func- 
tions by government suggests the possibility that much of the 
operation of specialized banking services by the government of the 
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United States may be destined to continue indefinitely, a prospect 
which is scarcely calculated to inspire confidence on the part of 
private lending agencies. 

Functional changes since 1929: Control of interest on deposits. 
Of the changes instituted in the functions of banks by recent legis- 
lation, considerable importance attaches to the institution of cen- 
tral bank regulation of interest rates on deposits. The acts of 1933 
and 1935 prohibit member banks from paying interest on demand 
deposits, and direct the Board of Governors of the Federal Reserve 
System to limit by regulation the rate of interest paid by member 
banks on time and savings deposits. In addition the Federal De- 
posit Insurance Corporation must by regulation prohibit the pay- 
ment of interest on demand deposits in insured nonmember banks 
and similarly must limit from time to time the rates of interest paid 
on time and savings deposits. The corporation and the Board of 
Governors have cooperated in fixing the same rates in any terri- 
tory, and they have also secured the cooperation of the state bank- 
ing departments in setting rates for noninsured banks. 

This change in the operation of the banking business was di- 
rected at one of the difficulties of decentralized banking. The in- 
terest allowed on deposits was frequently a chief competitive 
weapon among banks in their attempts to secure an adequate vol- 
ume of business to provide a fair return on capital. There is no 
basic need for interest on the demand deposits of a commercial 
bank, and such payments merely encourage the keeping of un- 
necessarily large balances in a form which is most dangerous for 
the bank. 

The prohibition of interest payments on demand deposits was 
more or less welcomed by the banks at this time; first, because it 
offset in part the cost of premiums for federal deposit insurance; 
second, because the banks had found it very difficult to earn their 
costs and dividends during the depression while safe loan oppor- 
tunities had been so few and yields on investments so low; and 
third, because they had been surcharged with excess funds held 
idle for the sake of liquidity. 

Deposit insurance: Description of the federal system. With the 
purpose of allaying the public distrust of banks which the banking 
crisis of 1932-33 may have generated, and serving as a preventative 
of similar panics in the future, a nationwide system of deposit 
insurance was established. The system does not provide government 
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guaranty but rather self-insurance of their deposits by the banks 
themselves. The Federal Deposit Insurance Corporation administers 
the program. 

Participation in the plan is required of member banks of the 
Federal Reserve System and is optional with nonmember banks. 
Through a compromise between the advocates of government in- 
surance and* the proponents of decentralized banking, the law 
originally required the largest of the state banks — ^with average 
annual deposits of over a million dollars — to become members of 
the Federal Reserve System and thus automatically enter the deposit 
insurance plan on or before 1942. But in 1939 the law was amended 
to permit all state banks to remain nonmember banks indefinitely 
and still at their option participate in the deposit insurance. 

The FDIC may, after notice, suspend an insured bank from the 
insurance system and publicize its action if the bank continues 
unsound or unsafe practices or knowingly or negligently permits 
violation of the law or regulations. Any insured nonmember bank, 
upon due notice, may voluntarily withdraw from the insurance 
plan. 

The insurance covers a maximum amount of $5,000 for any 
depositor in one bank; it is financed by an assessment on all partici- 
pating commercial banks amounting to one-twelfth of one per cent 
per annum of average net deposits. 

The FDIC was authorized at its discretion to operate a separate 
fund for the benefit of the mutual savings banks and their deposi- 
tors. Conforming to the authority, such a fund is now operated in a 
wholly separate manner for the mutuals alone, and the capital 
assets of the corporation, as well as all its expenses, are allocated 
between the two funds on an equitable basis. Such separate treat- 
ment of mutual savings banks was warranted by the fact that their 
deposits are all time deposits and that the mutuals operate, as 
experience shows, with a very low loss ratio. The scheme has not, 
however, been popular with the mutuals. The corporation in 1947 
was insuring the deposits of only 194 mutual savings banks out of 
a total of 533. 

The extent to which deposits are now insured is impressive. Of 
the 161,850 million dollars deposited in the 14,714 banks in the 
United States on December 31, 1947, only 7,792 million dollars 
were in noninsured banks. Although well over 95 per cent there- 
fore of all deposits were in insured banks, less than half of these 
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deposits were covered by insurance because of the $5,000 limit. 
Of the 19,046 banks, branches, and additional banking offices oper- 
ating at the end of 1947, 17,810 were insured. 

Appraisal of deposit insurance. The experience in the United 
States with various schemes for the guaranty of bank deposits 
would seem to warrant misgivings as to the right of a deposit 
insurance plan to a permanent place in the banking structure, 
however essential it may have been considered in 1933 as a means 
of overcoming the quite natural timidity of depositors and in 
counteracting the trend towards hoarding. A number of states in 
the United States have experimented with guaranty of bank de- 
posits, but invariably the standards in banking practice were 
lowered. In every case the plan quickly broke down and was 
abandoned. The continued operation of the schemes would have 
put all solvent banks in bankruptcy. 

A national scheme of deposit insurance undoubtedly stands a 
better chance of success than the state schemes. For one thing, 
there is much greater diversification of risk than in a state scheme, 
where all the banks are frequently dependent on a few types of 
loan and in danger of all getting into difficulty together if any 
economic adversity strikes the leading industry of the region. Again 
it may be expected that the supervision of the banks under the 
Federal Deposit Insurance Corporation will be stricter than that 
which existed in most of the states. The corporation has, in fact, 
already set higher standards for admission to the system. In times 
of severe depression, the federal government is better able to come 
to the assistance of the insurance fund if it runs short of reserves. 

It cannot be denied that the federal deposit insurance scheme 
strikes at the effect rather than the cause. It perpetuates the present 
banking structure, with all its weaknesses. Undoubtedly it would be 
desirable to correct these faults rather than to cover them up by an 
insurance system. But until these faults have been eradicated — 
a condition which may be many years in coming — it may be better 
to install deposit insurance in the hope of avoiding the dire effects 
that frequently accompany bank failures. 

The jurisdiction of the Federal Deposit Insurance Corporation 
offers of course a new way to exercise a centralized influence over 
most of the 7,791 state banks which are not members of the Federal 
Reserve System. So long as they feel the need of deposit insurance, 
these banks, even though they fail to join the Federal Reserve, are 
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actually subject to many of the regulations of that system. The 
possible centralizing influence is further strengthened by the open- 
ing of membership in the Federal Reserve System to Morris Plan 
banks and others of the same type, and to mutual savings banks 
that qualify. 

Loans on real estate. Loss of interest in qualitative control of 
credit is further indicated by a provision of the banking act of 
1935 which greatly extends the authority of national banks to loan 
on real estate security. This x'epresents a departure from the notion 
of keeping these banks strictly commercial. 

A national bank is now authorized to make loans secured by first 
liens upon improved real estate in amounts not exceeding 50 per 
cent of the value of the real estate; the maximum period of a loan 
is five years, except for amortized loans, which may be made in 
amounts not exceeding GO per cent of the appraised value and may 
run for ten years if the installments are sucii as will amortize at 
least 40 per cent of the principal of the loan within the ten-year 
period. These restrictions do not apply to insured real estate loans 
made under the provisions of Title II of the National Housing Act. 
The aggregate amount of real estate loans may not exceed the 
capital and surplus of the bank or 60 per cent of the amount of its 
time and savings deposits, whichever is the greater. 

The relaxation of restrictions on the making of real estate loans 
was a reactionary act. Such loans are lacking in liquidity and are in 
consequence a type of investment which the authorities have gen- 
erally considered the commercial banks should avoid. The whole- 
sale bank suspensions and other banking difficulties in the United 
States in recent years were aggravated by the unwarranted extent 
to which many banks had diverted funds to loans on real estate. 
However if at the time the loan is made adequate consideration is 
given, as encouraged by the requirements of the 1935 act, to amor- 
tization and other forms of security and to the long-time trends of 
the locality, the real estate loan can be a safe and desirable part 
of a bank's portfolio. 

Speculative use of credit. Still another group of provisions in the 
act of 1933 attempts to set limits to the speculative use of credit. 
The requirement that federal reserve banks shall discount for 
members without discrimination is changed to say that they may 
discount for members; the reserve banks are hereafter to w^atch 
the use of credit by members, and the Board of Governors may put 
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an embargo on credit to any member found making an undue use 
of credit lor speculative loans. Limitations on the making of loans 
on security collateral include a prohibition of the practice of 
placing such loans with brokers or dealers in the capacity of agent 
for a nonbanking organization. Leading bankers have remained 
skeptical of the effectiveness of these provisions to accomplish 
adequately their intended purpose. The stock mar]f:et boom of 
1936-37, with the precipitate crash of 1937-38, seems to support 
this skepticism. 

Government control of credit. By the early 1930’s, there were 
those in authority who believed that the defects of the American 
economy had gone so far that the maintenance of the then existing 
banking system might neutralize efforts to obtain economic sta- 
bility, and that it was therefore essential to centralize control of 
the banking and credit system in the hands of an agency that could 
be held responsible for monetary policy. The appropriate agency, 
of course, was the Board of Governors of the Federal Reserve 
System. By means of the amendments to the Federal Reserve Act in 
1933 and the revision of the banking laws in 1935, complete con- 
trol over national credit policies was bestowed upon the Board of 
Governors, subject to Treasury and general government policies. 

This legislation gives practical expression to the change that has 
taken place in the accepted concept of credit control in the United 
States. The founders of the Federal Reserve sought, by a strict 
definition of paper eligible for rediscount, to maintain a qualitative 
control of credit. The present function of the federal reserve banks 
is no longer merely the accommodation of trade by means of re- 
discounting short-term commercial paper. The system is now de- 
voted to promoting business stability, which means that at times 
the Board of Governors, as a means of curtailing a boom or slump, 
may pursue a credit policy in direct contradiction to the immediate 
needs of business. The regulations permitting the substitution of 
government securities for commercial paper as a basis for the issue 
of federal reserve notes are consistent with this over-all policy. 

Aside from the changes in the basis of note issue, the new policy 
has been fortified by permitting federal reserve banks to make ad- 
vances to member banks on paper ineligible for rediscount, by 
centralizing control of open-market operations in the Federal Open- 
Market Committee stationed in Washington, and by giving the 
Board of Governors the right to change member bank reserve 
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requirements, discount rates, and margin requirements on security 
loans. The authority of the board has been further enhanced by its 
power to regulate the payment of interest on time and savings 
deposits and to exercise supervision over the use of credit for 
speculative purposes. 

The present banking structure. The foregoing survey of recent 
banking legislation shows that some of the pre-existing weaknesses 
of the American banking system described in the immediately 
preceding chapter have been remedied but that at the same time 
certain new elements of weakness have been introduced. The table 
following shows the composition of the banking system as a whole 
as of June 30, 1947. 


BANKING SYSTEM OF THE UNITED STATES^ 
DECEMBER 31, 1947 

Loans and 



Number 

Deposits Investments 

(in millions of dollars) 

Member Banks 

National Banks 

5,005 

82,023 

65,280 

State Banks 

1,918 

40,505 

32,566 

Total Member Banks 

6,923 

122,528 

97,846 

Nonmember Banks 

Mutual Savings Banks 

530 

17,747 

18,614 

Other Nonmember Banks 

7,261 

21,575 

18,438 

Total Nonmember Banks 

7,791 

39,322 

37,052 

Total All Banks 

14,714* 

161,850 

134,908 


^Figures taken from Federal Reserve Bulletin^ May, 1948, pp. 534-5. 


While the total number of banks has been reduced from 25,330 
in 1929 to 14,714 in 1947, there still remains that division of the 
system into many independent local banks of small average re- 
sources, which has always represented a fundamental tveakness in 
the banking structure. The competitive chartering of banks by 
both federal and state governments is an American incongruity. 

The problem has been diminishing in magnitude as a result of 
many schemes devised to strengthen the system of centralizing 
control. The number of branch banks has been steadily increasing, 
though their activity is still confined at best to the one state in 
which they are established. 

Membership in the Federal Reserve System has been growing, 
slowly but definitely. Today 47 per cent of all banks are members of 
the system, while 76 per cent of total deposits are in member banks. 
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The establishment of a nationwide system of deposit insurance, 
to which practically all commercial banks subscribe, has extended 
the federal government’s control over the banking system, and has 
tended to raise banking standards. Moreover, deposit insurance 
has helped to diminish the disastrous effects of bank failures both 
on the individual depositors and on the economy as a whole. With 
12,071 banks on the Federal Reserve par list, check collections have 
been facilitated and another disadvantage of decentralized banking 
overcome. 

Finally the increased centralization of control in the hands of 
the Board of Governors of the Federal Reserve System, as a result 
of the Banking Act of 1935, has removed the most serious objection 
to a regional banking system in comparison with the single central 
bank system that prevails in most countries. 

The past two decades have witnessed striking shifts in the oper- 
ations of the commercial banks. Bank profits, which held at low 
levels during the 1930’s, rose during the Second World War to the 
level of the 1920’s for the first time since 1929. Excess reserves, 
having reached unprecedented heights during the 1930’s, were 
reduced during the war perio(} to insignificant proportions. Al- 
though total earning assets in 1947 were about three times larger 
than in 1929, banks profits, owing to the fall in interest rates, 
were about the same in the two years. 

While during the 1920’s, earning assets consisted primarily of 
high-yield loans, they are now composed predominantly of low- 
yield government securities. Commercial banks are thus no longer 
principally engaged in financing industry by means of short-term 
commercial loans but are devoting most of their efforts to handling 
the financial business of the federal government. After the end of 
hostilities in 1945, there developed a moderate reversion to business 
financing as the Treasury began to retire the public debt and com- 
mercial loans increased to finance the reconversion of industry to 
peacetime production. 

The federal government has in recent years played a larger part 
in the banking of the country. Not only has it entered directly 
into certain banking fields through the Reconstruction Finance 
Corporation and the agricultural and housing credit agencies, but 
the Board of Governors of the Federal Reserve System has turned 
from the passive policy of accommodating business to the active 
policy of seeking to control business conditions. 



CHAPTER XVIII 


Money and Prices 

The value of money. As we have defined and used the terms 
“value” and “price,” the value of anything is the quantity of 
some other thing that would be given in exchange for it, and the 
price of anything is the quantity of money that would be given in 
exchange for one unit of it. In practice it is customary to express 
values as well as prices in terms of money. But what then is the 
value of money itself? 

The value of any commodity may be expressed in terms of any 
other commodity, but this is clumsy and confusing, and by common 
consent we have come to express all values in terms of money. In 
the same way the value of money might be expressed in terms of 
any other commodity. This wouidjikewise be clumsy and unprofit- 
able, but there is not here the same escape. We cannot obviously 
express the value of money in terms of itself. Moreover the concept 
of the value of money, to be useful, must not be its relation to some 
one commodity. What we are interested in is the relation of money 
to all other commodities and services, to economic goods in general. 
When we say money has depreciated in value, we mean that a unit 
of it will not buy so much. And we do not have in mind any par- 
ticular commodity; we think of it as less valuable with respect to 
anything and everything that could be bought. So when money is 
of high value we mean that it will buy much, or conversely that 
much of other things must, be offered to obtain any given quantity 
of money. This is evidently nothing else than what people mean by 
the “purchasing power'* of money. 

We thus arrive at a satisfactory working definition of the value 
of money and one that agrees closely wdth the popular concept. 
The value of money is the quantity of other things m general that 
will be exchanged for one unit of money; i.e.^ its purchasing powerJ- 

lit will be noted by the careful reader that, as we have defined the term, 
value may relate to any quantity of the good in question (not merely to a unit). 
When we speak of the value of anything, as of land, we must specify the quan- 
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Value of money not constant. The universal custom of measuring 
all values in money, of noting how the prices of things rise and 
fall as expressed in money, is responsible for the common and 
persistent notion that the value of the monetary unit is a fixed 
thing and that all price changes are due to changes in the values of 
the priced commodities. A moment's consideration of the definition 
of money should convince anyone of the error of this notion. Value 
is always a relationship between two things. If one bushel of wheat 
was exchanged for two bushels of corn yesterday and for three 
bushels of corn today, we may say that the value of a bushel of 
wheat has risen from two bushels of corn to three bushels, assuming 
thus that the value of corn is a constant. But we could just as 
correctly assume the value of wheat constant and say that the value 
of a bushel of corn has fallen from one-half bushel of wheat to one- 
third bushel. Without knowledge of the facts of the particular 
case, the change in relation may have been due to a change in 
either corn or wheat alone or to changes in both of them. Under 
a money economy value and price are relations between money and 
other things, and it is always possible that a change in the value 
of anything may be due to a cha^ige in the value of money. 

Measuring the value of money. But how is the value of money, 
or its purchasing power, to be measured? The answer must be found 
in that which expresses at once the relation of money to all other 
commodities and services. This is price, not the price of any par- 
ticular thing, but a composite price of things in general, or what 
we have called the “general price level.’' 

It is change in the general price level which indicates change 
in the value of money. A change in a particular price, while other 
prices remain substantially the same, is presumably due to changes 
affecting that particular commodity. But when the general price 
level rises or falls, we may safely assume that the cause is a change 
in the value of money. High prices and cheap money mean the 
same thing. Low prices and dear money are synonymous. A change 
in the general price level means an opposite change in the value 
of money. 

tity, as a ten-acre farm, or a city lot. When referring specifically to the value of 
a unit of anything, we generally use the term “price." In referring to the value 
of a unit of money we, cannot say price, since we have chosen to express prices 
in terms of money. Hence, unless otherwise stated, we shall use the phiase 
‘‘value of money" to mfean the value of one unit of money. 
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It follows that to measure and record the \alue of money we must 
have some way of expressing the general price level. For this 
purpose there have been developed index numbers, which are 
capable of reflecting with a high degree of accuracy changes in the 
general price level or the purchasing power of money. Before 
proceeding further in our study of the value of money and its 
relation to prices, we must acquire a working knowdedge of the 
technique of index numbers. 

Index numbers: Price relatives. We know that all prices do not 
move in unison. Some rise, while others fall, and still others remain 
stationary. A complete picture of all price changes in any given 
period would show a kaleidoscopic confusion of thousands of 
separate and apparently unrelated prices, rising or falling or stand- 
ing still. Yet there is such a thing as a general price movement, just 
as there is a movement of a whole sw^arm of bees while the indi- 
vidual bees are dashing about in all directions in the utmost appar- 
ent confusion and without seeming relation to each other. 

For a simple example, let us consider the average wholesale prices 
of three commodities, bituminous coal, wheat, and copper, in the 
three years 1913, 1914, and 1915. Here are the actual facts: 

PRICES 

1913 1914 1915 

Coal $1.27 per ton $1.17 per ton $1.04 per ton 

Wheat .91 per bn. 1.04 per bu. 1.34 per bu. 

Copper .15 per lb. .13 per Ib. .17 per lb. 

Evidently the price of coal declined during this period, the price 
of wheat rose, and the price of copper fell from 1915 to 1914 and 
rose in the next year. To measure these separate price movements 
we may call one year, say 1913, the base year and express each price 
of each commodity as a percentage of the price of that commodity 
in the base year. For example, the prices of coal were: in 1913, 
$1.27; in 1914, $1.17; in 1915, $1.04. Calculating the percentages 
we have: 1.27/1.27 = 1, or 100%; 1.17/1.27 = .92, or 92%; 1.04/ 
1.27 = .82, or 82%. If then we let 100 stand for the price of coal in 
1913, the price in 1914 relative to it was 92, and the 1915 price, 82. 
Such numbers are called price relatives. By similar calculations we 
find the price relatives for wheat and copper with respect to their 
prices in 1913, and the whole result is shown in the following table: 
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PRICE 

RELATIVES 



1913 

1914 

1915 

Coal 

100 

92 

82 

Wheat 

100 

114 

147 

Copper 

100 

87 

113 


Such a table might be continued to include similar price rela- 
tives for all other important commodities, giving thus a record of 
the price changes of each separate commodity. But what we now 
desire is to know how prices in general have changed; we are seek- 
ing a record of changes in the general price level. For this there 
is required a number which shall express for each year the general 
or average price relative, evidently the average of the separate price 
relatives for each year. 

The average, simple and weighted. Now there are many kinds 
of averages, and the particular average chosen will determine the 
character of the index number. For example we might employ the 
simple arithmetic mean of the separate price relatives of each year. 
In our example the average for 1913 is of course 100. For 1914 the 
simple arithmetic average is (92+ + 87) /3, or 98. For 1915, 

it is 114. 

Index numbers have been constructed on this principle, but they 
have a serious defect. The several commodities which enter into 
trade are not of equal importance, and an index number which 
takes no account of such differences is not an accurate record of the 
changes in the general price level or the purchasing power of 
money. The value of money is a good deal more affected, for in- 
stance, by a change in the price of wheat than by an equal change 
in the price of clover seed. 

To avoid this defect of the simple arithmetic mean it is neces- 
sary to use a weighted average which takes proper account of the 
relative importance of the several commodities. For example sup- 
pose that in a given year the price of corn increased 4 per cent, 
while the price of butter increased 10 per cent, and that corn was 
twice as important as butter. The simple arithmetic average would 
show a combined increase of 7 per cent: (4 + 10) /2 = 7. But this 
is not a true picture, since no account is taken of the greater im- 
portance of corn. The average is corrected by putting the figure 
for corn in twice: thus (4 + 4 + 10)/3 = 6. This is a weighted 
average of the percentage increases. 
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Weighting may be accomplished in various ways, the most satis- 
factory method being to weight the price movement of each com- 
modity according to the total value of that commodity exchanged 
in a given year. Thus if twice as much money is expended for com- 
modity A as for commodity B in the selected year, this is taken to 
indicate that A is twice as important as B and should be given 
double the weight of B in the index number. The simplest way to 
accomplish this is to calculate first the total value of all the goods 
exchanged in a given year and then to compare with this the value 
of exactly the same quantities of these goods reckoned at the prices 
of each of the other years. 

An index number of the aggregative type. We are now ready to 
apply this averaging technique to the prices in our previous ex- 
ample. Here are the facts for the first year: 


YEAR 1913 



Prices 

Quantities exchanged 

Values at 


in 1913 

in 1913 

1913 prices 

Coal 

$1.27 

447,000,000 tons 

$ 568,000,000 

Wheat 

.91 

555.000,000 bu. 

505,000,000 

Copper 

.15 

812,000,000 lbs. 

122,000,000 

Total value 



$1,195,000,000 


It cost $1,195,000,000 to buy these quantities of these commod- 
ities in 1913. If the same quantities of these commodities cost more 
or less in 1914, it must have been because of changes in their prices, 
and if we could determine what the cost was in 1914 we should have 
a very good measure of the average movement of these prices. This 
may be readily calculated, as follows: 


YEAR 1914 



Prices 

Quantities exchanged 

Values at 


in 1914 

in 1913 

1914 prices 

Coal 

$1.17 

447,000,000 tons 

$ 523,000,000 

Wheat 

1.04 

555,000,000 bu. 

577,000,000 

Copper 

.13 

812,000,000 lbs. 

106,000,000 

Total value 



$1,206,000,000 


Evidently commodities which cost $1,195,000,000 in 1913 were 
worth $1,206,000,000 in 1914. There must have been a small rise 
in the average price level of these three commodities. 
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For the year 1915 similar results are obtained, as follows: 

YEAR 1915 



Prices 

Quantities exchanged 

Values at 


in 1915 

in 1913 

1915 prices 

Coal 

S1.04 

447,000,000 tons 

$ 465,000,000 

Wheat 

1.34 

555,000,000 bu. 

744,000,000 

Copper 

.17 

812,000,000 lbs. 

138,000,000 

Total value 



S 1,347,000,000 


Again there has evidently been a rise in the average price level. 

The final step in deriving a real index number of the prices of 
these three commodities is to express the total value of each year 
as a percentage of the total value in 1913. Thus: 1,195/1,195 = 
LOO, or 100%; 1,206/1,195=1.01, or 101%; 1,347/1,195= 1.13, 
or 113%. These percentages are the index numbers, and the series 
may be thus expressed: 


Year 

Index number of prices 

1913 

100 

1914 

101 

1915 

113 


The formal definition of an index number of prices is as follows: 
An index ?iiimber of prices is a number which expresses the general 
price level for any given year or other period relative to the general 
price level of some particular period which is taken as the base 
period and whose general price level is commonly represented by 
100.^ 

The particular type of index number which we have here de- 
veloped represents what is known as “an index number of the 
aggregative type.” The year 1913 is the base period, its index num- 
ber being 100. The weighting is according to the values exchanged 
in 1913. Though the same in our example, the year chosen for the 
weighting need not necessarily be the base year. 

Practical index numbers. The example used in the foregoing 
explanation was purposely made simple by employing only three 
commodities. A practical index number must take account of a 

iThe term ‘'general” in this definition does not imply that the prices of all 
commodities are included in any given index number. The meaning is that the 
index number represents the result of averaging price relatives for all commod- 
ities which have been considered. It is only in this sense that any index number 
shows a “general price level. ’ Actually it is possible to construct index numbers 
which are capable of serving almost as tvell as though they were in fact based 
upon all commodities. 
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large number of articles and may be calculated for any number of 
years, but no new principle is thereby involved. Also it should be 
noticed that other averages than the weighted arithmetic mean 
may be employed. Of the many possible forms of index numbers, 
the aggregative type both illustrates sufficiently the theory of index 
numbers and is probably the most useful of the types in actual 
practical use. 

Two of the most useful series of index numbers and the ones 
most generally used in the United States are those published by the 
United States Bureau of Labor Statistics. One is the bureau's index 
number of wholesale prices and the other an index number of cost 
of living. 

The wholesale price index was originally published in 1902, 
since which time it has undergone various changes in construction 



and commodity composition. Originally an unweighted mean of 
price relatives, it is now an aggregative index number. Beginning 
with 192 commodities for the first year for which it was computed, 
1890, the number of commodities included increased to 297 in 1914, 
404 in 1926, and 850 in 1946. The base year has been shifted several 
times and is now 1926, and the latest quantity weights employed 
are averages of amounts sold in 1929 and 1931. 

The table on the next page presents the wholesale price index in 
two series, one on a base year of 1913, and the other based on 1926. 
It also shows, in the form of the reciprocals of the corresponding 
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WHOLESALE PRICES AND VALUE OF MONEY IN THE 
UNITED STATES (1890-1947) 

1913 BASE 1926 BASE 


Year Index number Index number 


Purchasing power 
of the dollar 


1910 101 70.4 

1911 93 64.9 

1912 99 69.1 

1913 100 69.8 

1914 98 68.1 

1915 ^01 

1916 127 85.5 

1917 177 117.5 

1918 194 131.3 

1919 206 138.6 

1920 226 154.4 

1921 147 97.6 

1922 149 96.7 

1923 154 100.6 

1924 150 98.1 

1925 159 103.5 

1926 151 100.0 

1927 55.4 

1928 57.7 

1929 55.3 

1930 86.4 

1931 '78.0 

1932 64.8 

1933 65.9 

1934 ■ 74.9 

1935 80.0 

1936 80.8 

1937 86.3 

1938 ■^8.6 

1939 

1940 '78.6 

1941 87.3 

1942 58.9 

1943 108.1 

1944 104.0 

194^ 105.8 

1946 121,1 

1947 151.8 


142.0 

154.1 

144.7 

143.3 

146.8 

143.9 

117.0 

85.1 

76.2 

72.2 

64.8 
102.5 

103.4 

99.4 

101.9 
96.6 

100.0 

104.8 

102.4 

104.9 

115.7 
137.0 
154.3 

151.7 

133.5 

123.5 

124.2 

115.8 

127.2 
129.7 

127.2 

114.6 

101.2 

96.9 

96.2 

94.5 

82.6 

65.9 


index numbers on a 1926 base, the purchasing power or value of 
the dollar in each year relative to its value in 1926. 

For many purposes the most useful way to present an index num- 
ber is by means of a graph or curve. The annual index numbers 
of wholesale prices furnished by the Bureau of Labor Statistics are 
thus shown in Figure 29 (page 359). 
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The second of the bureau’s price indexes in general use is that 
of the cost of living. This index is also of the aggregative type and, 
as revised in 1940, uses the average prices of 1935 to 1939 as base. 
It includes 198 commodities in such groupings as food, clothing, 
shelter, and other items entering into family consumption, weighted 
according to actual family experience. To meet the extraordinary 
needs of a y^ar economy, the index was revised during the war 
years. Although for certain purposes the cost of living index might 
be more useful, most monetary authorities continue to employ the 
wholesale price index to measure the value of money. 

The problem of the price level. We are now ready to inquire 
into the forces that determine the value of money and the general 
price level. These forces operate through three factors; namely, the 
volume of trade, the quantity of currency, and the velocity of circu- 
lation of currency. These factors are all subject to more or less 
continuous and independent changes. 

Volume of trade. The chief service performed by money is the 
making of exchanges. From the analogy of demand and supply 
and the value of commodities in general, it should be evident that 
the value of money is dependent^ in part upon the volume of ex- 
changes, since it is this that measures the need of money. The more 
money work there is to be done, as measured by the volume of ex- 
changes, the greater is the need of money, and the greater will be 
the value of a unit of it; and vice versa. As our first step we conclude 
that the value of money tends to vary directly with the amount of 
trade. 

Quantity of currency. It is by now a commonplace that the value 
of a unit of anything (i.e., its price) tends generally to vary inversely 
with the quantity available for use. In a season when there is an 
unusually large wheat crop we expect, other things being equal, to 
see the price of wheat comparatively low. A crop failure generally 
leads to a high price of wheat. So it is with money; the more dollars 
there are to do a given amount of money w^ork, the less is the value 
of one dollar; and vice versa. In other words, the value of a unit of 
money tends to vary inversely with its quantity. 

All of the money work, however, is not performed by money, and 
in determining the value of money, account must be taken of the 
other forms of currency. The only important one is bank deposits 
subject to check. The quantity of bank deposits has the same rela- 
tion to the value of money as the quantity of money itself. The con- 
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elusion of the previous paragraph should therefore be modified to 
read: the value of a unit of money tends to vary inversely with the 
quantity of currency. 

However the quantity of money and the quantity of bank 
deposits are not wholly independent magnitudes. As we have 
learned, the amount of deposits which the banks have outstanding 
is governed in part by the amount of their reserves. Wfien the ratio 
of reserves to deposits is high, the banks are likely to encourage 
loans and so increase their deposits. When the reserve ratio is low, 
loans are curtailed and deposits checked. There tends thus to be at 
least a rough relation between reserves and deposits. And since the 
division of the total stock of money between bank reserves and 
other uses depends upon habits of the people which have a certain 
degree of persistence, we can discern a relation between the total 
quantity of money and the deposits of the banks. Moreover causes 
which w^ould lead to increases or decreases in bank deposits, such 
as business activity or depression, tend also to have the same effect 
upon the volume of money, principally through changes in the 
amount of bank notes, and this contributes also to maintaining 
the relation between money and, deposits. 

While not neglecting this relation, we must avoid the opposite 
error of overlooking the possibility of considerable independent 
variations in the respective quantities of money and bank deposits. 
And we must therefore include both of these magnitudes in our 
analysis of the quantity of currency as a factor in determining the 
value of money. 

Obviously the value of money can be affected only by such 
currency as is actually performing the monetary function of a 
medium of exchange. When, as sometimes occurs, the people are 
hoarding unusual quantities of money, such money is for the time 
being withdrawn from use and ceases to be a part of the quantity 
of currency that affects the value of money. Of course there is 
always a considerable amount of money in pocketbooks, in the 
homes of the people, and elsewhere, held for later use. The differ- 
ence between quick spending and hoarding is after all one of 
degree. So long as the money so held is the normal amount as dic- 
tated by custom, such money should be considered as actually em- 
ployed as part of the medium of exchange. Only an abnormal 
amount withdrawn for hoarding may properly be regarded as out- 
side the sphere of influence upon the value of money. The variable 
influence of money normally withdrawn in varying degree from 
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active circulation is properly taken into account in connection with 
the velocity of circulation oi money, to which we shall give atten- 
tion in the next section. 

In like manner, the \alue of money is aliected by bank deposits 
only so far as they are available for making current purchases. This 
is why savings bank deposits and time deposits generally are not 
included. 

Velocity of circulation. Unlike most other commodities, money is 
not consumed when used. A coin or note, after facilitating one 
exchange, is ready with unimpaired efficiency to perform another 
exchange.^ The efficiency of a given quantity of money to make 
exchanges is thus materially affected by its rapidity of turnover. 
One dollar used or “turned over” twelve times in a given period 
comes to the same thing as twelve dollars used once apiece. The 
number of times on the a\'erage that a unit of money changes 
hands during a certain period oi time, say a year, is called the 
“velocity of circulation” of money. The amount of money work 
that can be done in a given time is the product of the quantity of 
money multiplied by its velocity of circulation, and changes in 
velocity have the same effect on the value of money as proportional 
changes in its quantity. This principle is of course equally true of 
other forms of currency, in particular of bank deposits. It has been 
estimated that money changes hands on the average in the United 
States about twenty-five times a year. The velocity of circulation 
of bank deposits is estimated to be somewhere between fifty and 
sixty times a year. 

The quantity theory of money: Algebraic relations. Summarizing 
these separate conclusions, we find that the value of money tends 
to vary inversely with the quantity of currency and its velocity of 
circulation and directly with the volume of trade. Since it is the 
general price level which measures the value of money, varying 
inversely with it, our conclusion may equally well be stated thus: 
The general level of prices tends to vary dhecily with the quantity 
of currency and its velocity of circulation and inversely with the 
volume of trade. This principle has come to be known as the 
“quantity theory of money.” 

The reader may possibly be helped to a clearer understanding of 
these relations by putting the several quantities into an algebraic 
equation. Let M stand for the average quantity of money in circu- 

1 The fact that paper money wears out is not of significance, since the worn- 
out notes are always automatically replaced by new ones. 



ISIONEY AND PRICES 


364 

iation during the year, and let M' denote the average amount of 
bank deposits subject to check and all other forms of currency. 
(The other forms are relatively insignificant and may be dis- 
regarded.) Let V and V' denote the velocity of circulation per year 
of money and of other forms of currency respectively. Let T stand 
for the volume of trade; i.e., the total number of units of goods and 
services exchanged for currency during the year. Let^P represent 
the general price level; i,e.j the average price paid for all the units 
of goods and services so exchanged. We then have the following 
equation: 

MV + M'P = FT 

The quantity of money multiplied by its velocity of circulation 
is evidently the total amount of money paid in making exchanges 
during the year. Likewise the quantity of deposits multiplied by 
their velocity of circulation gives the total amounts of payments by 
transfer of deposits.^ The sum of these two products is the total 
amount of payments in all kinds of currency. The volume of trade 
multiplied by the average price is obviously the total value of all 
things exchanged for currency. This magnitude and the total 
amount of currency payments are necessarily the same, and the 
“equation of exchange,” as it is called, is the algebraic expression 
of this relation. 

It is P which measures the general level of prices and (inversely) 
the value of money, and the effect upon P of any of the other 
magnitudes is clearly shown by the equation. Changes in M or M' 
or V or P tend to cause similar changes in P; changes in T tend 
to cause opposite changes in P. 

Significance of the quantity theory. Few principles of economic 
science have been responsible for so much learned dispute and so 
much popular misunderstanding as the theory of just what causes 
determine the general level of prices and, more specifically, what 
the relation is between the quantity of money and the price level. 
The battle has raged most fiercely about the so-called quantity 
theory of money and the equation of exchange. While anything 
like exhaustive study of this problem lies necessarily outside the 
limits of this elementary book, we can with profit undertake some 
further analysis of the quantity theory and the equation of ex- 

1 Strictly speaking, M'F' includes also any other forms of currency that may 
have been used and which, for simplicity's sake and because of their pi'actical 
insignificance in the pioblem. we shall hereafter ignore. 
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change, with the purpose of seeing clearly just what the principle 
means and some at least of the things that it does not mean. 

The equation of exchange sets forth the necessary balance, over a 
year or some other limited period of time, between six specified 
factors. The quantity theory of money expresses the influence upon 
the price level of each of the other factors as a “tendency;’’ f.c., as 
the change jn P which would follow a given change in any one 
of the other factors, “other things being equal.” But other things 
may not — very generally will not — be equal. For example, a decrease 
in the quantity of money (M) would deci'ease the magnitude on the 
left side of the equation; this would require an equal decrease on 
the right side, necessitating a decrease in the price level (P ) — always 
assuming no change in any other factor. But a decrease in M might 
be counteracted by an increase in M', necessitating no change in P, 
or even leading to an increase in P, Changes in M might likewise 
be counteracted by opposite changes in V or V', Again a decrease 
in the quantity of money might fail to cause the price level to fall 
because of a simultaneous decline in the volume of trade (Tj, which 
would make the necessary adjustment on the other side of the 
equation. Many other combinations of changes are possible. Failure 
to understand this mutual balance of the factors involved leads to 
many erroneous assumptions, the most common and pernicious 
being the naive notion that any change in the quantity of money 
necessarily causes a similar or even proportional change in the price 
level. While this is in truth thb tendency, history records many 
instances where an increase in the quantity of money has not in- 
creased the price level or has not increased it proportionally, and 
vice versa. 

Again for the sake of clear thinking, it must be noted that the 
several factors whose influence upon the price level concerns us are 
not entirely independent of each other. Changes in these factors 
may, in part, work themselves out on each other rather than on P. 
We have already noted the relation which may exist between money 
and bank deposits (M and M'); so far as this relation is concerned 
the consequence is to strengthen the influence of changes in M or 
M' on P. An opposite consequence follow^s from the fact that a 
sudden great increase in the quantity of money might have an effect 
on velocity of circulation, money passing on the average more 
slowly because of the greater quantity in people’s possession. A 
sudden great decrease might have the opposite effect, causing the 
limited quantity of money to be turned over more rapidly. As re- 
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gards the relation between M and M' and Tj it is true that a 
sudden great increase in M or M' would very probably increase 
temporarily the purchases of the people and so increase T. A cor- 
responding decrease in M or M' might decrease T. These relation- 
ships, tending to weaken the effect of changes in M and M' upon 
P, would generally be temporary in their effects, ultimately yielding 
to the habits of the people and other more fundamental influences. 

Even more important is the relation between the volume of trade 
and the quantity of currency. There can be no question that an 
increase in the quantity of goods exchanged is very likely to have 
a material effect in increasing the amount of money and still more 
the amount of deposits, while a decrease in trade has the reverse 
effects. As we have seen, an elastic currency responds to business 
needs, especially through changes in the amount of bank notes 
(which are money) and bank deposits. Changes in T thus may cause 
similar changes in M and M' , and such changes will offset the 
tendency of the changes in T to cause opposite changes in P. 

Finally we must note the fact — although limitations of space 
prevent its demonstration — that the equation of exchange is chiefly 
useful in portraying certain long-run relationships. It is less useful 
in explaining short-run changes. This is in part due to the fact that 
the equation combines all transactions in one total (T) and averages 
all prices so as to give one price level (P), whereas it is the various 
relationships between separate prices, rather than their average 
as shown by the general price levd, which are of chief significance 
as causes of the short-run disturbances which are constantly appear- 
ing in the economic system. 

As thus elaborated and qualified, the quantity theory of money 
is generally accepted as a true statement of the long-run relation- 
ships between the quantity of currency and the general price level. 

Practical limitations of the quantity theory. The practical utility 
of the quantity theory of money, either as a means of predicting 
price changes or as a guide to official control of the price level, is 
by no means so great as is sometimes assumed. This limitation is 
due both to the interdependence of the several factors in the equa- 
tion of exchange, to which our attention has just been directed, and 
also to the practical difficulty of discovering the exact magnitudes 
of the various factors. With the exception of the quantity of money 
and the general price level, these magnitudes must generally be 
supplied by means of estimates and calculations which are subject 
to a wide margin of error. 
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Far-reaching effects of monetary fluctuations. Fluctuations in the 
value ot money are fraught with the most serious conse(|uenccs to 
all the people, inflicting iortuitous loss upon some and bestowing 
undeserved gain upon others. Rights to future payments are 
normally expressed in terms ot the country’s monetary unit. When 
the time for payment comes the debtor will pay and the creditor 
will receive money whose value may be quite different from that 
wdiich existed when the agreement or contract was made. A farmer 
borrow^ed $10,000 at a time when wheat was worth $1.00 a bushel. 
If before the time for payment arrives there has been such a fall in 
the value of money that prices, including the price of wheat, ha\c 
generally doubled, the farmer will be able to pay his debt in dollars 
worth only half as much as those he borrowed. When he made the 
loan, it required the sale of 10,000 bushels of wheat to produce 
$10,000. Now he need sell only 5,000 bushels to obtain the $10,000 
needed to pay his debt. 

All investments which consist of rights to receive stated sums of 
money, such as bonds, mortgages, annuities, insurance, etc., are 
subject to the same principle. The investor is compelled in spite of 
himself to gamble on the value of the dollar. If it goes up, the 
dollars he receives will buy moref, if it falls, his dollars will buy 
less. Such investors w^ere fortunate gainers from this cause during 
the long period of falling prices that ended in 1897. After that the 
most conservative investors saw their resources dwindle from year 
to year as the index number of prices rose. On the other hand, 
a period of drastic price decline may injure investors through the 
failures and bankruptcies of many business concerns whose se- 
curities they hold. 

Those whose incomes are in the form of salaries and ivages are 
affected by fluctuations in the value of money in the same way as are 
creditors. They have agreed to render services in return for a stated 
number of dollars, which as they are received may be wwth more 
or less than when the agreements w^ere made. Only as agreements 
expire and new ones are made can the parties undertake to make 
new terms conforming to the new monetary value, and these new 
agreements are equally subject to the vicissitudes of future changes. 

It is thus that adjustment lags behind the fluctuations of the 
monetary standard on all agreements except those which are for 
immediate payment or for relatively short terms. Here there is the 
current adjustment, through raising and lowering prices, which 
produces those fluctuations in the general price level by which the 
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community adjusts itself as best it may to the changing monetary 
standard. 

Monetary reform: Stabilizing the value of money. The principal 
objective of monetary reform is to establish and maintain stability 
of the value of money, which means of course stability of the 
general price level. The attainment of this objective is claimed to 
be both possible and desirable, since (1) such an objective is easily 
understood and would command popular support, (2) the criteria 
for its administration can be easily established, (3) stable relations 
would be assured between debtor and creditor and between recip- 
ients of fixed and changeable incomes, and (4) business would 
neither be encouraged nor discouraged. 

Of the many practical difficulties encountered in achieving stable 
prices, one is that plans for this purpose are necessarily corrective 
or remedial rather than preventive. Changes in a wholesale price 
index number which are usually the signals for such corrective 
action as an expansion or contraction of credit do not appear until 
after the disturbances of which they are manifestations have made 
considerable advance. 

Again any such program could not operate as a corrective of 
the multitudinous short-run and accidental variations in the whole- 
sale price index. Certain of these variations are natural and normal 
adjustments among the various groupings of prices in our complex 
price system, while others may arise from limitations in the cover- 
age or construction of the index itself. In any event it would be 
foolhardy for monetary authorities to endeavor to neutralize each 
and every such small change by the use of the somewhat clumsy 
instrument of general credit control. 

There is moreover serious question whether an absolutely rigid 
price level would serve the needs of a dynamic economy. Perhaps 
what is needed is only a moderately stable level. 

Is a stable price level— or a moderately stable price level — pos- 
sible? How may such a price level be obtained? The limits of this 
book will not permit us to explore this problem much beyond the 
mere outlining of some of the more significant current suggestions 
for a stable monetary system, 

“Managed money/’ During recent years it has been contended 
that the ideal monetary system should not rest upon standard 
money but should be a regulated irredeemable paper money system. 
The value of the monetary unit would be controlled by official 
action, for which the two most effective instruments are (1) con- 
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trol of the quantity of money and of bank deposits to maintain a 
uniform or otherwise controlled level of domestic prices, and (2) 
dealings in foreign exchange to maintain the value of the money 
in relation to the monetary unit of other countries. 

Although the term “managed money’' has frequently been ap- 
plied to the recently adopted irredeemable paper money systems, 
not all these,* systems have been characterized by any important 
degree of management, while on the other hand there may be a 
good deal of management in connection with a gold standard 
system through control of discount rates, open-market operations, 
etc. There was for example far less management of the Continental 
bills of credit or the greenbacks than there was of the United 
States gold standard system in the twenty years before 1933. How- 
ever, the leading nations which went off the gold standard in con- 
nection with the crisis of 1929 and the following depression have 
exercised a considerable control over the international values of 
their paper money currencies. 

For example the British government undertakes to keep the 
value of the pound fairly stable in terms of dollars, francs, etc. This 
it accomplishes by purchases and s^les of gold in the open market. 
These operations require a fund set aside for this particular pur- 
pose. Great Britain in 1932 established the Exchange Equalization 
Account, as its stabilization fund is technically known, for the 
purpose of stabilizing exchange rates and “managing the currency.’' 
The fund is controlled by a committee of the Treasury and the 
Bank of England. It is an immense fund, approximating 575 
million pounds and consisting of gold, foreign exchange, and 
national currency. It is secretly managed. Similar machinery and 
stabilization funds have been established in the United States, 
France, Belgium, Holland, and Switzerland. 

To take a specific example of the operation of such a stabilization 
fund, let us suppose that in England the value of the pound begins 
to decline in terms of the dollar. The British committee may halt 
the decline if it is able to buy pounds and sell dollars; in other 
words, if it offers to redeem pounds with dollars at some price. 
But if it is to redeem pounds in terms of dollars, the equalization 
account must either have accounts in the United States with private 
banks or with the federal reserve banks from which it can draw 
dollars, or else it must possess sufficient gold so that it may secure 
dollars from the United States Treasury by selling gold to the 
Treasury. 
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Though such management may succeed in maintaining sta- 
bility of foreign exchange rates, and thus in stimulating inter- 
national trade, it is doubtful if internal price stability in a 
lai'ge country can be maintained by such measures. At best this 
practice might be successful in small trading countries where the 
gi'eater part of the production moves in international markets, and 
even then it would require the cooperation of the ^central bank 
authorities. 

The ‘‘stabilized dollar.” Some years ago Irving Fisher proposed 
his now well-known “commodity dollar” or “stabilized dollar.” 
Adhering to the gold standard, this plan would make the monetary 
unit — the dollar — not a certain weight of gold as now, but a 
variable weight of gold, so adjusted from time to time as to keep 
its purchasing power virtually constant. Gold coin would not be 
used in actual circulation. The government would be, as now, 
the custodian of the country’s monetary gold. There would be in 
circulation gold certificates and other forms of money reading in 
terms of dollars (not necessarily much different from the present 
forms), all of which would be redeemed in gold by the government 
on demand. The amount of gol(J to be given for a dollar would be 
officially determined from time to time on the basis of the index 
number of prices, so that a gold dollar would always purchase 
about the same quantity of goods in general. 

This plan, especially if simultaneous adoption by most of the 
leading nations be assumed, might conceivably operate successfully 
under normal circumstances. Whenever wholesale prices rose, the 
weight of the gold dollar would be increased; when they declined 
the weight of the gold dollar would be decreased. Variations of 
individual prices with respect to each other, like the movements of 
the separate bees in a swarm, would in no wise be affected. But the 
movements of all prices in general would be stopped; the sw^arm 
as a tvhole would become stationary. 

It is improbable that the plan would be strong enough to cope 
with drastic short-run price changes occurring in times of crises. 
However, if it succeeded in eliminating or even moderating the 
long-range fluctuations in the general price level, it would have 
a smoothing effect on the shorter fluctuations and make the strain 
of crises easier to withstand. 

There are, however, certain more formidable obstacles to the 
success of the stabilized dollar plan. Perhaps the most serious is 
the political threat. It may well be questioned whether the official 
administrative board would long be free to execute the plan wdth- 
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out the interference of a popularly elected legislature. JMoreover, 
as with most other plans, corrective measures could be taken under 
the plan only after the price change had occurred, so that their 
influence would be remedial rather than preventive. 

The ‘‘commodity reserve” scheme, llie so-called commodity 
reserve scheme has been offered by Benjamin Graham, Frank D. 
Graham, and ^others as a solution to the stable money problem. 
Under this plan dollars would be made interchangeable with a 
composite unit of staple, storable, primary commodities. Holders 
oi dollars would convert them at a fixed rate into warehouse re- 
ceipts, thus obtaining ownership of these units or composite com- 
modities, and vice versa. It is claimed that the system would give 
assurance that the prices of the commodities being used as the 
monetary standard would always be stable. 

The plan would function in the following manner: when the 
prices of the commodities in the unit fell, merchants would pur- 
chase these products, place them in warehouses, and exchange their 
warehouse receipts with the monetary authorities for dollars. The 
increased purchases would tend to bolster prices, while the in- 
creased money in circulation would also exert an upward influence 
on prices. Conversely when prices rose, warehouse receipts would 
be redeemed, the supply of money subsequently reduced, and the 
stored goods sold. 

This plan likewise is open to criticism. If it is to be successful, 
the commodity unit should be composed of all important goods 
that enter the market, such as manufactured goods, and not only 
staple raw materials. The general public, lacking the required 
commodities, would be unable to increase its cash holdings in times 
of failing prices, so that the plan is really applicable only to dealers 
in the products concerned. Lastly the quantity of stored goods 
might become excessive and burdensome during a lengthy period 
of declining prices, while in an inflationary era the stored articles 
might not be available in sufficient quantities to forestall the up- 
ward price movement. 

One hundred per cent money. Some authorities contend that 
the inability of the Board of Governors to control the credit supply 
is because of the present system of fractional reserves which enables 
the banks voluntarily to vary the volume of deposit currency. There- 
fore they advocate that banks be required to hold a full 100 per 
cent reserve against all their demand deposits, a plan known as 
“100 per cent money.’' 
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Under this system additions to the supply of currency, new de- 
mand deposits, would be made only when new reserves were 
created by an increase in voluntary savings deposited with the 
banks. The volume of reserves wwild be controlled by the open- 
market operations of the Federal Reserve as at present. 

The successful application of this plan entails the abolition of 
the short-term loan market now provided by banks of discount. It 
is generally believed that control over credit expansion and con- 
traction is just as likely to be achieved by less drastic methods 
without handicapping businessmen by the prohibition of short- 
term lending. 

Status of monetary reform. For the immediate future at least 
most of the nations of the world seem committed to managed 
money, involving a paper issue not redeemable in standard money 
on demand, regulated foreign exchanges, and internal credit con- 
trol. In support of this system, there is marshalled a considerable 
tveight of theoretical argument based upon the quantity theory 
of money, but there is theoretical argument also against the plan. 

In particular, the hazards of a monetary standard controlled by 
government and so always a potential football for political contest 
are serious. The temptation to pay the costs of government by 
paper money issues and bank credit, in lieu of the less popular 
taxation, and the popular sentiment in favor of cheap money, 
which is so prevalent in many countries, furnish two powerful 
forces which as a matter of fact have eventually directed most ir- 
redeemable money systems down the path of uncontrolled inflation. 

It may be observed that these dangers are especially to be feared 
in the United States. Historically the world’s experience with ir- 
redeemable money has been, almost without exception, disastrous. 
It is true that the United States has now maintained an irredeem- 
able paper money system, involving a certain degree of “manage- 
ment” for at least a decade without bringing disaster. At the time 
of this writing, the prospects of the managed money systems of other 
nations are anything but bright. 

Monetary theory is not wholly clear even as to what should be 
the aim of a managed money system. The argument for a constant 
price level is not so conclusive as may at first appear, since in our 
existing economic order a stable price level might conceal the 
presence of factors making for eventual disequilibrium. Neither 
can it be said that the value of the monetary unit ought to be main- 
tained at any specific level in terms of gold. Since Great Britain 
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went off the gold standard in 1931, the gold value of the pound has 
in fact fluctuated. 

It is proposed by some that the managed money system be em- 
ployed, not to preserve a stable price level, but to regulate the price 
level so as to bring about desired ends embraced in the govern- 
ment’s program. This takes the problem into a realm in which 
economic science does not yet speak with sureness. In spite of the 
recognized defects of the gold standard and the attractive features 
of some of the current monetary proposals, as a matter of practical 
policy the presumption is still in favor of the gold standard. 

EXERCISES 

I. Compute an index number of prices for each of the three years, on the 
1926 base, using the simple average of price relatives: 



1926 

1932 

1938 

Wheat (bu.) 

1.20 

.40 

.60 

Cotton (lb.) 

.15 

.06 

.09 

Coal (ton) 

5.00 

4 00 

7.00 

Iron (ton) 

12.00 

9.00 

15.00 

Petroleum (bbl.) 

1.20 

.60 

1.00 


2. What is the change in the value of <noney if prices rise 50 per cent? If 
prices rise 25 per cent? If prices fall 20 per cent? If prices fall 50 per 
cent? 

3. In terms of the “equation of exchange” explain what effect each of the 
following would tend to have upon the general level of prices in the 
United States: 

(a) The issue of a large amount of paper currency by the federal gov- 
ernment. 

(b) Increased productive efficiency of American industry. 

(c) Open-market purchases of government securities by the federal 
reserve banks, increasing the size of commercial bank reserv'es. 

(d) A decrease in borrowing by business men. 

(e) Improved facilities for transfer and collection of checks. 

(f) Expectation of rising prices. 

fgj A law increasing the size of the reserv^e ratios which banks must 
maintain. 

(h) Floods, droughts, strikes, 

(i) Increased volume of loans by banks to businessmen. 

(j) A sudden wave of thrift, or an increased desire to save. 

4. (a) In the last stages of inflation in Germany after the First World 

War, prices rose more rapidly than the increase in the quantity of 
money. Account for this situation. 

(b) In the three-year period, 1930-32, the quantity of hand-to-hand 
currency in circulation increased by more than 800 million dollars, 
yet prices declined severely. How, if at all, can this result be 
reconciled with the quantity theory of money? 
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Demand for Productive Factors 

Functional distribution: Meaning. The purpose of economic 
activity is to produce income. The ultimate outcome of organized 
economic activity in any social system is to distribute the income 
thus produced among the members of the social group. This process 
of dividing into individual shares the total social income produced 
by cooperative effort is known in economics as ‘‘distribution.” 

A study of distribution is concerned primarily with types of in- 
come resulting from the productive process, rather than with the 
actual amounts received by specific individuals. There are four of 
these types: economic rent, interest, wages, and profits. For each 
type there is a corresponding factor of production to which that 
block of income is assigned: economic rent accrues to the land- 
owners within society as a remuneration for the use of their land in 
the productive process; the total interest income goes to those who 
provide capital; wages go to the workers of all sorts — managerial, 
skilled, unskilled; profits to the entrepreneurs. 

The productive factors and their incomes. A few words of defi- 
nition will serve to clarify these concepts of types of income and 
their corresponding productive factors. First, we must define land 
and economic rent. The term “land” embraces ail the resources of 
nature afforded by man’s physical environment, including the min- 
eral deposits of the earth, the forests, the water power, the medic- 
inal springs, the fisheries, etc. 

The term “economic rent” is a scientific term not to be confused 
with the word “rent” as used in daily speech. An ordinary lease 
or rental contract usually covers articles of wealth — in a city, build- 
ings, sidewalks, and other improvements; in rural districts, fences, 
barns, dwellings, orchards — ^which are the result of man’s labor and 
not a gift of nature.^ The single rental paid for this composite of 
land and man-made instruments of production is composed of two 

1 Under certain conditions existing articles of capital may respond to the 
forces of demand and supply, over short-run periods, in much the same way as 
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different elements: interest on capital, and economic rent. The 
definition of economic rent is as follows: Ecoiiomic lent is a pay- 
ment made for the use of land^ distinct from all payments for labor 
and the use of capital. 

Capital consists of man-made instruments of production in all 
their many forms: ships, factories, transportation systems, vehicles, 
machines, tools. Their essential nature and the conditions under 
which they come into existence were discussed in Chapter ii of this 
book. The process of capital accumulation begins when people de- 
cide to set aside a part of their current incomes for investment as 
opposed to consumption. These savings provide the funds available 
in the loan market and are transferred to borrowers on terras which 
provide for their eventual repayment with an additional premium 
known as interest. 

From the standpoint of the entrepreneur, the acquisition of cap- 
ital (except for his own capital devoted to the business) has its 
origin in a loan which he obtains on these terms. Since we propose 
to approach the problem of distribution from the businessman’s 
standpoint, we shall focus attention on the loan market and, for 
purposes of the present analysis, consider loans and capital as sy- 
nonymous terms. From this view of the problem, interest is a pay- 
ment made for the use of loan funds. 

Labor in the broadest sense of the term includes all exertion put 
forth as a means of securing income; hence there are few people 
wLo do not perform labor of one sort or another. Even in its nar- 
rower sense of labor performed by workers in the employ of other 
people, the term embraces a great variety of services ranging from 
those of the high-salaried business executive to those of the common 
unskilled worker. We shall use the wmrd ‘‘wages” to define all pay- 
ments for the services of workers, regardless of the type of service 
or the standing of the individual in the hierarchy of employment. 

The entrepreneur, wLose place in the modern industrial system 
was also described in Chapter ii, performs the function of devising, 
organizing, and directing the productive unit, bringing together for 
this purpose the other productive factors, land, labor, and capital. 
He is usually himself a laborer in the enterprise, hence entitled to 
wages; he may also advance his own funds and provide his own 

land. When this is true, the incomes from these capital instruments are deter- 
mined by the principles of economic rent rather than those of interest. Atten- 
tion will be given to this phase of the problem at a later stage. 
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land, in which case he is entitled to interest and rent. But if he re- 
ceives anything in his capacity as entrepreneur per se, it is an in- 
come apart from these other receipts, consisting of profits — a resid- 
ual mcome accruing io the entrepreneur after all other charges 
against the revenues of an enterprise have been met. 

This is admittedly a simplified picture, assuming as it does that 
wages, rent, and interest always appear in connection with a trans- 
action between individuals. There are numerous exceptions. A 
farmer, for example, who owns his land, provides his own capital 
equipment, and hires no labor is at the same time landlord, cap- 
italist, and laborer, receiving a composite income in which the dif- 
ferent types are indistinguishable. 

We shall postpone consideration of cases such as this, where the 
types of income are implicit in the situation, and begin our inquiry 
with the simpler case, where rent, interest, and wages are explicit 
payments by the entrepreneur to the providers of productive fac- 
tors. This is not only simpler but in the modern industrial system, 
it is the more typical case. Moreover it will be shown in due course 
that what happens here to determine the sizes of the various in- 
comes — rent, interest, wages, and profits — exerts a governing in- 
fluence on these incomes in their implicit forms. 

Now it cannot be said that these four categories of income, when 
added together, exhaust the total social product, for there are other 
types of income than the four mentioned. Some people, for ex- 
ample, are given a share as a matter of governmental policy or 
private charity, through pensions to the aged and incapacitated, 
grants to relieve distress or poverty, and the like. Some contrive to 
get a share by trickery or theft. The peculiarity of these other forms 
of income is that they are determined not by the operations of the 
economic system, but either capriciously, as in the case of theft, or 
by moral and political considerations, as in the case of public grants 
to the incompetent or unfortunate members of society. 

If the entire matter were left to the free play of economic forces, 
all incomes would fall into the four categories listed; no one would 
share save as a contributor of one or more of the productive factors. 
For our purpose, therefore, a study of distribution resolves itself 
into a study of the different factors of production and of the eco- 
nomic laws which control their remuneration. 

Distribution occurs in the process of production. This approach 
to the problem makes it clear that distribution takes place within 
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each productive enterprise as a necessary consequence oi its routine 
operations. The wage earner receives his share from day to day or 
week to week in exchange for the sale of his labor. The landlord's 
share is determined in the typical case by negotiations with an 
entrepreneur, with the outcome recorded in the terms of a rent 
contract. Loan contracts, governing the terms upon which the entre- 
preneur acquires funds owned by others, determine the size of the 
interest income. Profits, the share going to the entrepreneur himself, 
are a residual income, that portion, if any, of the total receipts of 
the undertaking which is left in his hands after payment of ail 
business costs has been made. 

Consider, then, a specific business enterprise, representative of the 
great industrial world of today, engaged, let us say, in the manufac- 
ture of shoes. The business is privately owned and operated for 
profit. The owner binds himself to pay out definite amounts in rent, 
wages, and interest, and he accepts what is left over as his profit* 
The only source from which all these payments can be drawn is the 
money receipts of the enterprise, resulting from the sale of its 
product. 

In the course of the year many pther payments will be made for 
the purchase of raw materials, light and power, transportation, and 
the like. However, a moment's reflection will disclose that these 
payments constitute the money incomes of other businesses, to be 
distributed by them in rent, wages, interest, and profits. From the 
standpoint of the problem of distribution, these portions of the 
gross receipts of this particular enterprise can be ignored, since 
their distribution will be cared for at some other point in the in- 
dustrial system, in accordance with the same laws which operate 
here. 

It will also be useful at this point to set aside inquiry into profits, 
since profits are a residual income, whose size is affected by, but 
does not itself directly affect, the sizes of the other shares. We are, 
therefore, in a position to state our problem in the form of a 
simple question. What forces determine the rates of wages, rent, 
and interest which this entrepreneur is obliged to pay? 

Rates of interest, wages, and economic rent are market prices^ 
The * immediate answ^er to this question is equally simple. These 
rates are prices, determined by the same kind of market forces as 
those described and analyzed in our study of value theory. In a 
competitive system each specific rate results from the interplay of 
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demand and supply in a market, in this case the labor market, the 
loan market, and the market for land subject to lease. Our first 
step, as in previous studies of price and value, must be to under- 
stand the conditions of demand and supply as they apply to labor, 
to capital, and to land. 

On the supply side, these markets show distinctive peculiarities 
which cause them to behave differently the one from, the other. It 
is self-evident, for example, that the supply of labor — i,e., the num- 
ber of workers of a given sort seeking employment at a given time — 
is governed by quite different forces from those which determine the 
amount of loan funds seeking investment at that time, or the 
amount of land available for factory sites. Likewise the conditions 
of supply for capital and land are dissimilar. 

On the demand side, however, these markets have much in com- 
mon. We shall begin our inquiry by analyzing the demand for the 
factors of production, leaving to later chapters a comprehensive 
study of their respective supplies. 

Business demand for factors of production: Motive. We are 
thinking at this point, it will be recalled, of the behavior of a single 
buyer of the services of labor, lajid, and capital; in other words, of 
an individual demand. This buyer will assume that the prices he 
must pay for these services are predetermined. His problem will be 
to decide how much labor to employ at the prevailing wage rate, 
how much capital to borrow at the prevailing interest rate, how 
much land to rent. Nevertheless his demand, thus determined, be- 
comes an element in the total demand of the market, by which, in 
conjunction with supply, these prices are fixed. In other words, the 
amount of his demand, though resulting in the first instance from 
the price, becomes a factor in setting that price. This is an aspect 
of market relationships with which the student has become familiar 
through previous study of price determination. 

If his business is to prove a success, the entrepreneur must make 
his decisions in accordance with sound business judgment. He must 
employ labor, borrow funds, rent land only because, and to the 
extent to which, it is profitable for him to do so. His , demand for 
these factors of production is a derived demand, derived from his 
desire for output from his enterprise. In terms of dollars and cents, 
he is willing, and can afford, to pay the price required to obtain a 
unit of one of these productive factors — ^be it labor, land, or capital 
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— as long as that unit can be expected to contribute to the money 
receipts of the enterprise anything in excess of its cost. 

No elaborate argument is needed to prove that land, labor, and 
capital are productive factors. "IVithout them, the enterprise could 
not operate at all; there would be no product. Yforeover the 
amount of revenue to the business will vary in some relation to the 
aiiiounts of ah three factors, or of any one of them, employed in 
the undertaking. It is this productivity of the factors xvhich provides 
the moti\e for demand. 

Diminishing marginal productivity. But although it is easy to 
see that our manulacturer must gain possession of some land, labor, 
and capital, and that he expects them to produce — in the form of 
business revenue — the money with which their costs in rent, wages, 
and interest are to be paid, these general considerations do not tell 
us how much of each it is worth his while to obtain at the prevail- 
ing rates. To prepare the way for the answer to this question, we 
must take note of a principle which governs the productivity of each 
of these factors, the principle of diminishing marginal productivity. 

Assume, for example, that our entrepreneur has equipped his fac- 
tory with land and capital and is bringing together a labor force. 
In the early phases of this process, tlie product of the enterprise per 
laborer may increase as increasing efficiency results from better 
utilization of capital equipment. But the point will eventually be 
reached at which the unit productivity of labor will begin to fall 
as the number of workers increases. 

There are t^vo reasons for tliis. In the first place, the physical 
product per unit of labor will decline as each man in the expanding 
force is less well supplied with tools, machines, and other instru- 
ments of production. In the second place, beyond certain limits in- 
creasing quantities of output must be sold at lower prices, so that 
the reduced physical increment will be translated into money in- 
come at reduced rates. As a consequence the employer cannot go on 
expanding his labor force, land and capital being constant, without 
noting a decline in the amount of business revenue attributable to 
one unit of labor. 

Labor, it is true, is not all of the same sort but is of distinctively 
different kinds — managerial, skilled, and unskilled — -which differ in 
function and production. However, no single type of labor can be 
increased in quantity, all other factors constant, without eventu- 



DEMAND FOR PRODUCTIVE FACTORS 


380 

ally showing diminisheji marginal productivity. Moreover when the 
employer has devised that combination of the different types of 
labor which results in the greatest efficiency for the enterprise, to 
continue to expand the size of this balanced labor organization — 
land and capital equipment constant — will eventually result in di- 
minished money returns from successive increments of expenditure 
on wages and salaries. 

The same general pi’inciple operates in the productive exploita- 
tion of capital. The entrepreneur acquires this capital, in the first 
instance, in the form of loan funds, which he utilizes for the pur- 
chase or construction of buildings, equipment, and other instru- 
ments of production. I: his enterprise is supplied with only a small 
quantity of capital, it will take the form of the most essential in- 
struments. As the quantity of capital increases, other factors re- 
maining constant, it vrill be applied to uses which grow less and 
less effective. 

Whatever the form of capital instrument to which the entre- 
preneur devotes his borrowed funds, he will find each one subject 
to the law of diminishing marginal productivity expressed in terms 
of money income. And as in the case of his complex labor force, 
when he has designed that combination of the different instru- 
ments which results in the greatest technological efficiency, he can- 
not expand this integrated organization as a whole — other factors 
constant — without experiencing reduced increments of revenue 
from a given unit of borrowed funds. Similar analysis applied to the 
utilization of land for productive purposes will show that this fac- 
tor also is governed by the same consideration. 

As a summary of tlvt preceding discussion, this principle may be 
defined in the following general terms: After a certain point has 
been reached in the utilization of increasing quantities of a pro^ 
ductive factor^ the cooperating factors remaining constant, the 
product will increase in amounts less than proportionate to the in- 
crease of the variable factor. 

Law of entrepreneur-demand for productive factors. Given pre- 
determined market rates of wages, interest, and rent, this attribute 
of the productive factors sets a limit to the amount of labor, cap- 
ital, and land, wdiich a given entrepreneur will demand at a given 
time. In the case of pch factor his demand curve will have the 
familiar downward slope characteristic of demand curves for goods 
in general. It is a curye, not of marginal utilities as in the case of 
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consumable goods, but of marginal productivities. It represents the 
entrepreneur’s estimate of the unit contribution to business revenue 
to be expected from varying ejuantities of the factor in question, 
and indicates by its downward slope that this contribution per unit 
^ aries inversely with the quantity. 

The entrepreneur will be impelled to acquire larger quantities of 
a given factor when its marginal productivity is in excess of the 
rate he must pay. His desire for additional quantities will disappear 
when this discrepancy has been removed by the operation of the 
law of diminishing marginal productivity. 

Accordingly the law of individual demand for any productive 
factor may be stated as follows: The indwidiml entrepreneur will 
expand his purchase of a7iy facior of production at the prevailing 
market rates until the expected margmal contribution of that factor 
to the money income of his enterprise is equal to the price paid 
for it. 

Before going further it may be well to point out that we are deal- 
ing with the problem in the abstract and hence express our con- 
clusions in theoretical terms. The law of individual demand here 
stated rests on the same assumptiognis regarding the accuracy of the 
buyer’s judgment and the smooth operation of competitive forces 
on both sides of the market which underlie the general laws of value 
as developed in previous chapters. Adjustment of these assumptions 
to the realities of business experience will be made as our study 
proceeds. It can, howe\'er, be said with confidence that this law of 
demand accurately reflects the fundamental and controlling forces. 

Total entrepreneur demand for the productive factors. The 
reader is familiar with the process by which individual demands are 
combined in a competitive market to form the total demand which, 
in conjunction with supply, determines price. In the markets for 
the productive factors, individual entrepreneurs, each of whose de- 
mand conforms to the principle of diminishing marginal produc- 
tivity, create a total or composite demand, whose general character 
can be summed up in the followung statement: In a given market 
at a given time the rates offered for any facior of production will 
xmy inversely with the quantity of that factor seeking utilization. 

Non-business demand for factors of production; General. The 
preceding discussion has been concerned only with demands aris- 
ing from the industrial world, where the money costs borne by the 
employers of labor, the borrowers of loan funds, and the renters 
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of land are expected to be recovered by subsequent sale of products. 
But in society as a whole, demands for labor, land, and capital 
do not originate solely within the productive system. 

Labor, loan funds, and land are put to many uses other than the 
production of goods to be sold on the market. In many of these 
cases the demand does not have any direct relation to marginal 
productivity as we have defined this term, and thev rates offered 
for varying quantities of the factor do not conform to the law 
of demand given above. Yet demands from these other sources are 
influential in determining rates of wages, interest, and rent, and 
must be brought into our account of the forces operating in the 
markets for the factors of production. 

Demand for labor. The principal example of such demand for 
labor is the commonplace buying of labor's services for the imme- 
diate satisfaction of human w^ants. The hiring of domestic servants, 
of entertainers, and in many instances of professional men, such as 
doctors and dentists, is a case in point. Here it is the utility of the 
worker’s services which elicits the demand; the relation of the rate 
to the amount demanded is governed by the principle of marginal 
utility with which the student is familiar. 

But these non-business rates of wages, though resulting from dif- 
ferent causes, are not unrelated to the rates whicli prevail in the 
business world. One reason is that the demands of the business 
world and these other demands are often in competition with each 
other for the same workers. 

Domestic servants, for example, can usually find alternative em- 
ployment in factories and shops. Consequently, there is a tendency 
for them to transfer from one type of employment to the other 
if the rewards — including such nonmonetary elements as security, 
independence, congeniality of surroundings — are sufficiently attrac- 
tive. A musician may offer entertainment to private audiences in 
direct exchange for fees, or may find employment in the band of a 
night club; a cook may prepare meals for a family table or for a 
hotel; a doctor can choose between private practice and employ- 
ment by an insurance company. 

In a highly industrialized society the paramount forces on the 
demand side arise in the business world; the rates of wages estab- 
lished there virtually determine the wages paid in non-business 
pursuits for such types of labor as can transfer from one market to 
the other, although these other pursuits, by drawing off a portion of 
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the labor supply, do ha\e some part to play in wage determination. 
To take account of all possible cases we may add that the wage 
rates of workers for whom there is no demand at all in industrial 
enterprise are equated, through the operation of demand and 
supply, to the marginal utilities of their services to consinner- 
buyers. 

Demand for capital: Consumption loans. In the capital or loan 
market, demands for non-business purposes are so constant and at 
times so vast as to constitute a major factor in fixing the rate of 
interest. It is necessary, therefore, to give this aspect of the problem 
rather extended discussion, in order to avoid misleading over- 
simplification. 

At the outset, ive call attention again to the fact that all demands 
for loan funds in the business w’-orld have one essential character- 
istic in common; they all reflect the borrower’s expectation to re- 
coup his costs from money receipts produced by the capital thus 
acquired. There is no such expectation in the case of borrowers out- 
side the productive system. Here the cost of the loan must be met 
from other revenues, and the individual’s demand must be gov- 
erned by some consideration other than the marginal productivity 
of capital. 

These loan funds are destined to be consumed and to disappear, 
leaving the borrower worse off in terms of future income, after in- 
terest and repayment charges have been met. than he would have 
been without the loan. For this reason such borrowing is often 
called spendthrift borroxving, behavior typified by the wastrel whose 
purpose is to live beyond his means as long as he can. This term 
accurately describes the loan transactions of many individuals. But 
there is a vast demand for loans of essentially similar character (in 
that the borrowed lunds are put to nonproductive uses), to which a 
different characterization applies. This whole category of loans, 
therefore, will be called consumption loans. What motives prompt 
a demand for such a loan, and what factors determine its amount 
at given rates of interest in individual cases? 

Time preference. As was pointed out in Chapter xrn, every 
loan contract represents a transaction in which present and future 
income are exchanged against each other. The borrower augments 
present income by the extent of the loan, and he expects to reduce 
future income by the payments of interest and repayment of prin- 
cipal. The effect on the lender’s income stream is the reverse of this: 
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his present income is reduced; his future income is increased. There 
is no difference in this essential respect between loans made to busi- 
nessmen, to spendthrifts, to governments, or to any other kind of 
borrower. Viewing the transaction in its entirety, the borrower al- 
ways exchanges future income for present income, while the lender 
gives up present income in exchange for future. 

Transactions which, in this way, link the future to the present 
call into play the human trait of time preference; ix., the inclina- 
tion to place a higher estimate on present goods than on identical 
future goods. This aspect of human behavior also was dealt with in 
Chapter xiii, but further emphasis on it here wall be of value. 
Time preference results from man’s impatience for present enjoy- 
ment — an attribute of human nature which causes us to experience 
a sense of sacrifice when obliged to postpone enjoyment and, con- 
versely, to feel a sense of gain when, having reconciled ourselves to 
waiting for a promised pleasure, we are able to abbreviate the pe- 
riod of waiting. Although the pleasure is the same in magnitude, 
it growls in desirability with its nearer approach and hence is more 
highly prized. 

While it is generally true that people place a higher estimate 
upon present than upon future goods, the degree of this time pref- 
erence is by no means uniform. Each individual’s time preference 
depends upon a number of factors, residing in his personal char- 
acter and in the particular external circumstances in which he is 
at the moment placed. We may well note a few of the considera- 
tions that affect individual time preference. 

Some men are by nature so impatient and impulsive, or so un- 
developed in foresight and self-control, that present desires are 
unrestrained by the thought of future needs. Other individuals, 
though more stable in disposition, lack ambition and have on this 
account little motive for thrift and abstinence. All such people may 
be described as having a very pronounced positive time preference. 

Love and a sense of duty toward dependents, on the other hand, 
tend to lessen positive time preference and may even bring about, 
at least beyond a certain point, a negative time preference. Thus a 
man may stint himself to buy life insurance for the sake of his fam- 
ily,^ It is obvious, however, that not every man responds to this 
call of affection and duty. 

1 A life insurance policy is not necessarily an indication of negative time pref- 
erence, for even in life insurance interest is paid. It may be at a low rate, but it 
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A person’s age and situation in life have their effect on his time 
preference. A young man before marriage generally has a pio- 
nounceci positive time preference. After maniage this tendency 
may be very much modified. Never having sated before, the young 
man may begin to provide for the future with great concern. But he 
may also be so absorbed in meeting increasing demands on his in- 
come that provision for the future seems impossible. An older man, 
feeling life slip.! by, may for that very reason develop a very high 
degree of positive time preference. On the other hand, he may be 
so interested in the future tvelfare of his dependents as to manifest, 
beyond a certain limit, a lower or even negative time preference. 

The size and timing of people’s incomes have a very important in- 
fluence on their time preference. Individuals with large and stable 
incomes tend to have lower time preference than those with small or 
irregular incomes. Poor people generally have very pronounced 
positive time preference. When present income merely provides a 
comfortless existence, future needs are often forgotten. The size of 
the anticipated income is very important. The man who expects an 
inheritance or a future return on an important investment has less 
reason to curtail present expenditure. On the other hand, he who 
foresees the end of his own earnings as a productive worker, or the 
lessening of his income as an owner of wealth, is likely to be im- 
pelled to save. 

It is sometimes convenient to be able to express time preference 
as a rate. This matter is precisely analogous to the concept of rate 
of interest which was developed in Chapter xin. Thus if a per- 
son at any time has such time preference that $100 of income today 
would be to him of the same value as $106 a year hence, we say 
that his rate of time preference is 6/100 or 6 per cent. 

Borrowing for consumption as determined by time preference. 
Whenever an individual’s rate of time preference is higher than the 
rate of interest, he will be impelled to borrow. There is gain to him 
when he borrows under these circumstances, since the premium he 
must pay to acquire present income — determined by the interest 
rate — is less than what he is willing to pay, as determined by his 
rate of time preference. 

But borrowing for consumption has the effect of enriching the 
present and impoverishing the future. Each unit of borrowing re- 
indicates nevertheless the general prevalence of some degree of positive time 
preference, even among people who take out insurance. 
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quires a progressively larger future sacrifice. In accordance with the 
general law of diminishing marginal utility, the marginal utility of 
the present gain decreases, while the marginal utility of the future 
income sacrificed increases. It follows that the individual’s rate of 
time preference, based as it is on the comparison of these two mar- 
ginal utilities, tends to decline as he borrows, until eventually it 
becomes equal to the rate of interest. Thereafter borrowing ceases 
to be advantageous. Hence the amount an individual is willing to 
borrow at any given time tends to vary inversely with the rate of 
interest. His demand curve therefore is of the same general shape 
as that of the borrower for production, and at equilibrium his mar- 
ginal rate of time preference is equal to the interest rate he must 
pay. 

Borrowing of governments. In the discussion immediately pre- 
ceding, we have been concerned with the consumption borrowing 
of individuals — actual human beings. There was a time, before the 
rise of the modern industrial system, when most borrowing was of 
this sort. Today, such borrowing by individuals is a relatively insig- 
nificant factor in the loan market. In the meantime, however, there 
has developed an enormous demand for consumption loans from 
another source, namely, that oTpolitical bodies. 

The borrowing of political bodies is generally similar to the bor- 
rowing of individuals for consumption, although some government 
loans are for purposes of production. In the typical case, the govern- 
ment decides, on grounds of social or political expediency, to em- 
bark on a line of action from which no future financial returns can 
be expected. The deficit resulting from this expenditure is then cov- 
ered by the sale of government bonds or other evidences of in- 
debtedness. There is also much short-term borrowing, in anticipa- 
tion of receipts from taxes whose income is unevenly distributed 
throughout the year. The government, like the private individual 
who borrows to obtain satisfactions in excess of his present means 
of payment, is in such cases merely anticipating future revenues in 
order to finance large present expenditures. 

But though these government loans are similar in nature to the 
consumption loans of private persons, their amount is not deter- 
mined by the same forces which control the action of the individual 
with reference to the loan market. The amount of loan funds de- 
manded by political bodies does not vary in any predictable way 
with the interest rate. A high rate of interest will sometimes cause 
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the postponement o£ some government enterprise for which !)or- 
rowing would be necessary; it is more likely to affect the tenure of 
the loan; i.e,, whether it runs for a long or short term. In time of 
war, the statesmen in charge of the nation’s destinies simply borrow 
all that is needed to bridge the gap between tax receipts and war ex- 
penditures, or all that the lenders can be induced to provide for 
this purpose, paying the lowest rate of interest practicable. 

Demand for loans. There are times, as during a major war, when 
the necessitous borrowing of governments is the controlling force 
in the loan market. Normally, however, the demand of entre- 
preneurs so vastly outweighs all other types of borrowing that it 
governs the market, and borro^vers for consumption, individuals as 
well as governmental bodies, must adjust their demands to interest 
rates determined primarily by the marginal productivity of capital 
in the business world. Strictly speaking, however, all types of 
demand must be added together to give an accurate measure of the 
forces operating at any given time on the demand side of the 
market. 

Demand for land. A complete analysis of demand for the produc- 
tive factors must provide a place for demands for the use of land, 
arising outside the business world. A survey of the actual uses to 
which land is put in any typical urban community shows that only 
a minor fraction of the total area is employed in such a way as to 
produce a money income to the user. There are, of course, the sites 
upon which stand the stores, hotels, factories, and other commercial 
enterprises of the city, the roadbeds of the railways; the plots of the 
truck gardeners in the outskirts. Each such enterprise represents a 
demand for land, which conforms to the principle of diminishing 
marginal productivity. 

But there are as well the sites of schoolhouses and other public 
buildings, the city parks and playgrounds, the public streets — above 
all, the private residences with their lawns and gardens. In none of 
these latter cases is the land so utilized as to create a revenue out of 
which rent can be paid. 

Generally speaking, these nonmercantile demands for land can be 
grouped into two different categories: those governed by the prin- 
ciple of marginal utility, and those whose amount is dctex-'inined by 
social or political considerations. 

Typical of the first group are the lands embraced in private 
residences — the sites of buildings, the lawns and flower gardens, etc^ 
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Such lands yield their utilities directly to the consumer and are in 
demand for that reason. Strictly speaking, each individual demand 
will respond to the diminishing marginal utility of these benefits 
from land as the area increases in size; that is, the individual, after 
the area of land he has acquired has passed certain dimensions, is 
willing to increase this area only if the cost per unit decreases. His 
demand curve, therefore, has the same downward slope which char- 
acterizes individual demands for all forms of consumers' goods, and, 
what is more to our immediate purpose, it is of the same shape as 
the businessman's demand curve for land. 

It is impossible to formulate with precision the forces which de- 
termine the demand for land in the second category of non-business 
uses; f.e., the demands of political bodies, charitable and educa- 
tional organizations, and the like. In these cases the decision to ac- 
ejuire land is based almost entirely on noneconomic motives. The 
city government decides that it is good policy to set aside certain 
areas of land for parks or playgrounds and requires the citizens, 
as taxpayers, to provide the necessary money. Or a charitable 
organization decides as a public service to erect a hospital and ac- 
quires the necessary land by voiiintary gifts from philanthropic per- 
sons. So it is with the plots of ground used as sites for schools and 
colleges, governmental buildings, churches. 

These lands are devoted to their present uses as a result of de- 
mands controlled by humanitarian, political, or moral motives. 
There is often no definite relation between the amount of these de- 
mands and the rent, or the sale price of the land. (The student is 
reminded that the sale price of land is derived from its rent by the 
process of discount, or capitalization.) A high rent — or sale price — 
may, it is true, prevent a project of this character from being car- 
ried out and thus remove that particular demand for land; what 
is more likely, the project will seek a location in a part of the city 
where rents (and sale prices) are not prohibitive. 

Viewing the matter from the other extreme, it does not appear 
true from general observation that universally low rents elicit in- 
creased demands for land for these philanthropic and political pur- 
poses. With regard to their relation to rent we can only say that 
these demands, predetermined as to amount, come into the market 
from time to time to withdraw lands from other uses, and by thus 
affecting the supply available for these uses, exert an influence on 
market rates of rent. 
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There is one peculiarity of land which is not exhibited to any- 
thing like the same extent by the other productive factors: i.e., its 
immobility. A given area of land must be utilized in the place 
where it is found, regardless of the relative rent it commands as 
compared with rents in other parts of the country. Capital, in its 
original form of loan funds, will tend to flow to that point in the 
productive system where, other things being equal, the highest 
interest rates are paid. Labor of a given type moves about with less 
ease than capital, but will nevertheless tend to shift its locality in 
response to higher wages. 

The physical immobility of lands tends to break down their mar- 
kets into local units. In some of these, for reasons peculiar to that 
locality, a non-business demand may exert the decisive influence on 
rent. It is probable, for example, that the demand of governmental 
agencies for land in the nation's capital is the principal factor in the 
determination of rents and land prices in Washington, D. C. Simi- 
larly, a summer colony of wealthy people may place such a high 
marginal utility on land in a favored resort as to set the rates of 
rent prevailing there. However for the nation's land area con- 
sidered in its entirety, demands for productive uses prevail over all 
other demands in determining the rates of rent. 

Laws of demand for the productive factors: Summary. Since wdth 
few exceptions the non-business demand for the factors of produc- 
tion is incidental and secondary to the business demand, we may 
formulate from the preceding discussion the following statements of 
principles which, under pure competition, express the primary and 
controlling relations existing in the demand for these factors: 

An entrepreneur's demand schedule for each of the productive 
factors, in accordance with their diminishing marginal productivity, 
indicates that he will offer decreasing rates for increasing quantities 
of the factor. 

Given the market rate for a factor of production, the individual 
entrepreneur will tend to acquire such a quantity of that factor that 
its marginal productivity in his enterprise is equal to the rate paid. 

The total demand in the business world at a given time for any 
factor of production shows declining rates offered for increasing 
quantities of that factor. 

Given total supplies of the factors of production, conditions of 
demand will tend to fix a market rate equal to the marginal produc- 
tivity of the factor concerned; Le,, the market rate of wages will 
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tend to equal the marginal productivity of labor; the rate of eco- 
nomic rent, the marginal productivity of land; the rate of interest, 
the marginal productivity of capital. 

At the point of equilibrium in pure competition, the country’s 
supply of any given productive factor will be so distributed among 
the different enterprises that its marginal productivity will be the 
same in ail of them. This statement, be it noted, refers to each fac- 
tor considered separately. 

Functional distribution through the business world. We are now 
in position to take a comprehensive view of the process by which 
the distribution of the nation’s income is worked out, through the 
routine operations of the productive system. Although the total 
real income of a people consists, of course, in the quantity of goods 
and services appropriated for human enjoyment, it will be con- 
\enient to think of the national income in terms of money, the 
form in which the incomes of most people originally accrue. 

We know that the people regularly spend a part of their money 
incomes on footwear of all sorts, making their purchases continu- 
ously, day after day, throughout the year. These transactions have 
the effect of transferring to the manufacturers of boots and shoes a 
definite part of the country’s tofal money income. Similar activities 
are going on continuously in all other markets for goods and serv- 
ices. Money paid out in taxes is merely transferred to political 
bodies by whom it is spent. Even savings are normally passed over 
to borrotvers, ^vho pass them on either to the purveyors of consum- 
able goods or to those who provide capital instruments. In other 
words, as the people of the country make purchases or investments 
from day to day, they set in operation the process by which their 
money incomes are distributed through the various markets to be- 
came the incomes of others who in turn set the same process in 
motion on another cycle of distribution. 

It is the segment of the national income expended on footwear 
whose distribution we propose to trace as an example of the whole 
process. This income flows into the hands of the manufacturer as 
receipts from the sales of his product, and almost all of it is 
promptly passed on to other persons. We shall ignore at this place 
any part remaining as profits and follow* the manufacturer’s busi- 
ness income as it is paid out in the operating expenses of the enter- 
prise. 

For our purposes, these expenses can be classified into two groups. 
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The first of these includes all the manufacturer’s expenditures on 
rent, interest, and wages; that is, his pa)ments to the owners of 
productive factors used in his own enterprise. As these payments 
are made, they bring to an end this particular cycle of distribu- 
tion in so far as money is concerned. 

The second group of expenditures includes all the other business 
expenses: payments for materials, transportation, light and power, 
and the like. Although extremely varied in kind, all these expendi- 
tures have one characteristic in common; they represent transfers 
of income from one manufacturer to other entrepreneuis, who act 
as additional intermediaries in the process of distribution. They 
will be passed on again either to owners of productive agents, pay- 
ments which mark the final stage in the process of distribution, or 
to other businessmen, who take up the process of distribution at 
this point and carry it further. 

As we follow these business activities through to their conclusion, 
we can picture the money income originally spent on footwear as a 
series of streams flowing through the industrial structure, portions 
being drained off at this point and that into the hands of the 
owners of productive factors, until the whole amount is finally dis- 
tributed into rent, wages, and interest. 

If in this brief statement we appear to have overlooked any part 
of the entrepreneur’s disbursements — such as his tax payments — it 
is not because these items of expenditure constitute exceptions to 
the principles we have outlined. They merely introduce another in- 
termediary into the process of distribution. These disbursements, 
too, are finally resolved into payments to the owners of the produc- 
tive factors. 

The total amount of income thus distributed is determined in 
the first instance by the total value of footwear sold on the market. 
The amount transferred by the footwear industry to other entre- 
preneurs is determined by the value of their products bought by the 
manufacturers of boots and shoes. And so on down the line; each 
transfer of portions of this income to other intermediaries in the 
process of distribution is a market transaction governed by the laws 
of price. Furthermore, the amounts paid out at each stage in final 
distribution to landowners, workers, and lenders are also deter- 
mined by market prices, the rates of rent, interest, and wages. 

In strict theory, these rates at all points in the productive system 
are equated to the marginal productivity of the factor — or subdi- 
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vision of the factor — in question. Thus we can say, on this theoret- 
ical basis, that each worker receives a share of this portion of the 
national income which is equal to the marginal contribution of his 
labor group to the income; and so, too, with each landowner and 
each pro\ ider of capital. 

By stressing the word “theory’' in these statements, we have in 
mind that competition is often imperfect and that conditions arise 
which disturb the nice adjustment of actual business experience to 
the postulates of economic law. These qualifying circumstances will 
be given attention in due course. The point to be stressed here, 
however, is that the basic laws of distribution are in constant opera- 
tion, tending against all frictions and interferences to parcel out the 
national income among the productive factors in proportion to 
their respecti\e marginal productivities. 

The nature of profits. A final question remains: If our analysis 
is valid, why should there be any share of the income left over in 
the form of profits to the entrepreneur? If each of the other three 
factors receives a return equal to its marginal contribution to the 
income, haven’t they taken all there is to be divided? 

One plausible answer might Jbe that the entrepreneurs constitute 
a fourth productive factor which gets a share based on its own mar- 
ginal productivity. We must bear in mind, however, that the serv- 
ices of the entrepreneurs as active managers are paid for in (im- 
plicit) wages; if the entrepreneurs supply capital or land, they are 
paid in (implicit) interest and rent. When we speak of profit — 
pure profit — we refer to an income apart from, and in excess of,, 
these other receipts. 

Anticipating a fuller discussion of the question in a later chapter,, 
we may say here that profits (and losses) result primarily from the 
uncertainties of business — the risk element. In a riskless economy, 
with perfect competition wwking continuously, there would in 
theory be no such income as pure profit. In such case wages, in- 
terest, and rent would absorb the entire income. 

If pure profit exists as a type of social income — and there is na 
reason to question its existence — the explanation must be sought in 
conditions which fail short of this theoretical assumption; particu- 
larly in the dynamic character of the economy, the imperfections of 
competition, and the uncertainty of future events, which make- 
business risky. 
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Economic Rent 

Introduction. In the preceding chapter the productive factors 
and the types of income which accrue to them through the proc- 
esses of distribution were identified. The considerations which give 
rise to entrepreneur demand for the productive factors tvere dis- 
cussed, as were the forces which, operating on the demand side of 
the market, define the prices or rates of return which enterprencurs 
are impelled to offer for varying quantites of these factors. We turn 
now to a closer examination of land, capital, and labor and the 
characteristics peculiar to each which determine their respective 
shai'es of the social income — economic rent, interest, wages. We 
shall begin with land and economic rent, the income of land- 
owners. 

The productivity of land. When the subject of economic rent 
was introduced in the preceding chapter, it was assumed that land 
is productive — capable of making its own specific contribution 
to the product of industry — and that the entrepreneur has an eye 
to this specific contribution when negotiating a rental contract. 
This assumption requires further demonstration than it has as yet 
received. 

Approaching the matter from the point of view of society as a 
whole, the question may be put in this form: Do the land resources 
of a country, when exploited, make their own specific contribution 
to the social income distinct from the contribution made by the 
other productive factors? If so, can this contribution be measured 
in precise terms for the individual units of land? 

Taking the general view of the problem, the answer can be found 
by assuming that a unit of land which is being employed for pro- 
ductive purposes is withdrawn from use, and that the labor and 
capital formerly applied to its exploitation are transferred to other 
uses. If the social income remained undiminished, it could be said 
that this land has contributed nothing; and on this assumption its 
owner could not induce anyone to pay him an income for the 
privilege of using it. 
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If, on the other hand, the social income is reduced by the with- 
drawal of this land from use, the amount of the reduction may 
justly be attributable to the land, and not to labor, capital, or any 
other productive agent, since these other agents have remained 
unaltered in amount. Also in this case the landowner can demand 
that income be given to him in exchange for the use of his land. 
Other members of society can afford to pay him for the use of his 
land, and they will still be as well rewarded for their labor and cap- 
ital as before. Moreover if no one is willing to contract for the 
use of his land, the owner can gain this same income — in addition 
to payment for labor and capital — ^by exploiting it himself. 

In any well-developed economy most natural resources are being 
exploited beyond the point of diminishing returns. If part of the 
land is withdrawn from use, and the capital and labor thus re- 
leased is used elsewhere, the total output of the productive system 
will decline. In their nmv location these productive agents, capital 
and labor, wdll operate at lower marginal productivities. The de- 
cline of product is obviously attributable to failure to exploit the 
land which, in our illustration, has been thrown out of use; and 
it is an accurate statement of the facts to say that the quantum of 
product thus lost was the specific contribution of the land in ques- 
tion. This being true, the owmer of the land will, as stated above, be 
in a bargaining position which enables him to exact a payment for 
the use of his land, a payment equivalent to its specific contribu- 
tion. 

Agricultural lands: Biminishmg returns and marginal cost. We 
have now to see how the specific productivity of land is resolved 
into money receipts for the landowner through the normal proc- 
esses of the market. shall first consider this matter as it relates 
to agrarian lands, and to simplify the problem, we shall take the 
case of a landowner who is exploiting his own land and who, if he 
receives economic rent, must obtain it directly from the market in 
which he sells his product. 

Let us assume that a man who owns a fifty-acre farm is raising 
oats for sale in a competitive market. The exploitation of this small 
farm will conform to the principle of diminishing returns; that is, 
successive applications of labor and capital to this fixed area of land 
will, at some point in the operation, return diminishing marginal 
products. 

For purposes of illustration, we shall translate these successive 
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applications into money costs. The costs must include: compensa- 
tion ior the working proprietor equivalent to normal wages lor men 
ol his skill, normal interest on money invested in tools, machinery, 
and other capital instruments; also, all expenditures on running 
costs — hired labor, seed, fertilizer, and the like. We shall assume 
that ail these costs of operation can be resolved into successive units 
of expenditure of $100 each. 

Each such unit will produce a certain output in bushels of grain, 
but beyond the point of diminishing returns, this output per unit 
of expenditure will decline. The illustration can be stated in 
numerical terms as shown in the following table. We have only to 
state the matter in this form to see that diminishing returns from 
the use of lands is merely an alternative way of expressing the fa- 
miliar concept of increasing marginal cost. 


INCREASING 

MARGINAL 

COST IN 

AGRICULTURE 

Expenditure 
in dollars 

Total product 
in bushels 

MLarginal 
product in 
bushels 

Marginal cost 
per bushel 

SlOO 

500 

500 

1.20 

200 

1,000 

. 500 

.20 

300 

1,400 

400 

.25 

400 

1,700 

300 

.33H 

500 

1,900 

200 

.50 


The third and fourth columns in the table record the marginal 
product and the marginal costs of the farm under varying degrees 
of intensity of cultivation. The marginal product is the number of 
bushels attributable to a given unit of expenditure. For example, if 
three, rather than two, units of expenditure are applied, the total 
product will increase from 1,000 to 1,400 bushels; the increase — 
400 bushels — is the marginal product of a three-unit operation. 
Similarly, if four units are applied, the total product increases by 
300 bushels, which is the marginal product of a four-unit opera- 
tion. 

The marginal cost is the cost per bushel of the marginal product. 
The marginal product of the three-unit operation is 400 bushels; 
this increment of product involved an expenditure of $100; the 
marginal cost, obtained by a simple process of division is 25 cents. 
The marginal cost of a four-unit operation — 300 bushels obtained 
at a cost of $100 — is 33% cents; and so on. 

The third and fourth columns of the table present alternative 
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ways of illustrating the principle of diminishing returns; first, in 
terms of declining marginal product; second, in terms of increasing 
marginal cost. 

Marginal cost equated to market price. The bearing of this illus- 
tration on our main problem — economic rent — will become clear 
when we turn from a considei'ation of the costs of our farmer to 
take note of his receipts or income. Since he is producing goods for 
sale on the market, his money income will be determined by the 
price set upon his product through the operation of the forces of 
demand and supply. 

Our farmer, for example, will plan to produce 1,900 bushels of 
oats only in the expectation of a future selling price of 50 cents per 
bushel; or 1,700 bushels only if the price is expected to be 33% 
cents; or any other quantity only if the anticipated market price is 
high enough to cover the marginal cost of that quantity. 

This statement in fact sums up the relationship of each indi- 
vidual producer to the market. Each assumes that the market price, 
at any given moment, is beyond his control and makes it his con- 
cern to avoid producing any part of his output at a loss. When he 
anticipates a rise in price, he is^inclined to increase the application 
of labor and capital to the soil and thus advance his marginal cost 
toward equality with the new price, being induced to do so by the 
prospect of larger gains to be made from his increased output. Con- 
versely, when he expects a decline in price, he tends to contract 
his production until he ceases to lose on the marginal units of his 
output. 

Economic rent is producer’s surplus. All units of the same com- 
modity sell in a given market at the same price. Since this price is 
equated to marginal cost, it follows that, when production has 
passed the point of diminishing returns, the sale of the total prod- 
uct results in a surplus return. 

The amount of this surplus; for any given quantity of product, 
may be discovered by comparing the money receipts from the sale 
ol the product with the total cost of production. Assuming, for 
example, that the market price for oats is 33% cents per bushel 
and that our farmer produces 1,700 bushels, he will receive a gross 
money income of §566.66. Reference to the table shows that his 
total cost is $400; hence he receives a surplus gain of $166.66, 

The point should be emphasized that this part of the farmer’s 
income is a true surplus over and above all payments required to 
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induce production of the quantity offered for sale. It will be re- 
called that the total cost of production includes interest on all cap- 
ital used, wages for all hired labor, replacement of all materials con- 
sumed, and a remuneration for the labor and management of the 
farmer adequate to call forth his effort. To a\oid the appearance of 
having begged the ciuestion by juggling the conditions of our illus- 
tration, we should point out that no I'easonable assumptions re- 
garding this normal reward of the farmer will change the results of 
our analysis. We may take any figure we please as a measure of 
this factor in the cost of production; it must still appear in our 
column of total costs. 

If the farmer’s product sold for no more than enough to co\'er 
his total cost (including the normal reward for himself), it w^ould 
nevertheless prove sufficient to justify his operation of the farm. 
The fact that it sells for more than this is to he attributed to the 
law of diminishing returns, which causes marginal costs to rise, 
and to the business sense of producers, wdiich impels them to make 
their operations as profitable as possible. 

This surplus is economic rent. A synonymous term for it, and one 
wdiich fits exactly into the conditions of our illustration, is pro- 
ducer's surplus. It is inevitably involved in the income deiivcd 
from the cultivation of the soil after production has been pressed 
beyond the point where diminishing returns set in. 

Explicit and implicit economic rent. In the preceding illustration 
the economic rent accrued to the farmer as an implicit income, a 
part of his general money receipts from the market. But it came 
to him in his character as an owner of land, not as a w^orker or 
manager or owner of capital instruments, for he received in addi- 
tion a normal reward for these other functions. 

Suppose now that our farmer wishes to retire from active labor 
and so offers his land for lease. He will of course expect his earnings 
as a worker to cease. We may assume that he turns his supply of 
capital instruments into cash and invests the proceeds in good 
bonds, thus perpetuating that part of his income wdiich consisted of 
interest. In these circumstances his real loss of income upon retiring 
from the land will be equal to the producer’s surplus or economic 
rent which he has been receiving. 

This is what the land is worth to him as income-bearing wealth, 
and he will ask a contract rental of this amount from any prospec- 
tive tenant. The tenant will be able to pay a rental of this amount. 
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for after subtracting this rental from his gross income he will lia\e 
enough left to cover all costs of production and still retain for him- 
self a normal reward for his labor and management. Under com- 
petition therefore contract rent will tend to equal the surplus gain 
to the owner implicit in his cultivation of the soil. 

Lands of different quality. We have dealt thus far with a single 
plot of ground of unilorm quality. If the earth’s arable land were 
all of one quality, its cultivation would gi\e rise to economic rent 
as soon as consumers’ demand for the product had so stimulated 
cultivation that a part of the supply must be produced under con- 
ditions of rising cost. But lands, as we know, vary in productivity 
because ol differences in natural fertility, in proximity to the mar- 
ket. in access to transportation facilities, and so on. 

In business practice these diffeiences in quality take the form of 
larger costs of production on some lands than on others. Whatever 
the crop in question, there are some lands wdiose combination of 
location and soil properties enables them to return the largest re- 
ceipts for a given expenditure; others are somewhat less productive 
of income from the same expenditure; others still less productive. 
This is true of different parts of a single farm. Exhaustive analysis 
of the entire land area would permit its classification into many 
varying grades of productivity. The principle of diminishing re- 
turns will apply to the exploitation of each of these grades of land, 
and each will return an economic rent if certain conditions obtain 
with respect to the relation of marginal cost to market price. 

A simple illustration will make these relationships clear. We 
will take lands of three grades devoted to the cultivation of oats, 
their relative quality being shown by differences in their initial mar- 
ginal costs of production. Grade A is the farm used in our previous 
illustration. The inleriority of Grade B is shown by the higher mar- 
ginal cost of the first units of output. Grade C is inferior to Grade 
B for the same reason. 


GRADE A SOIL 


Expenditure 

Total 

product 

$100 

500 

200 

1,000 

300 

1,400 

400 

1,700 

500 

1,900 


Marginal 

Marginal 

product 

cost 

500 

$ .20 

500 

.20 

400 

.25 

300 

•33J^ 

200 

.50 




MARGIN OF 

CULTIVATION 

399 


GRADE 

B 

SOIL 


Expenditure 

Total 


Marfi^inal 

Marginal 

product 


product 

cost 

$100 

400 


400 

$ .25 

200 

700 


300 

.331^^ 

300 

900 


200 

.50 

400 

1,000 


100 

1.00 


GRADE 

C 

SOIL 


Expenditure 

Total 


Marginal 

Marginal 

product 


product 

cost 

$100 

300 


300 

$ .33 3 'a 

200 

500 


200 

.50 

300 

600 


100 

1.00 


It is obvious that unless the price of oats is higher than 20 
cents a bushel only Grade A soil will be cultivated, since mar- 
ginal costs on the other lands are above this price. At 20 cents a 
bushel there will be no rent even on the best land, since the quan- 
tity produced at this price would return no producer’s surplus. 
Moreover it is clear that except for diminishing returns the pjrice 
would never rise above 20 cents; inferior soils would never be cul- 
tivated; no economic rent would ever appear. These statements 
hold good because in the absence of diminishing returns unlimited 
quantities of oats could be produced at the lowest cost shown in 
the table — 20 cents a bushel. 

Let us assume now that the little society pictured here experi- 
ences an increase in the demand for oats because of an expansion 
of population. This greater demand, together with the appearance 
of diminishing returns when Grade A soils are called on for greater 
production, will eventually cause the price to rise — let us say to 25 
cents. At this price cultivation will begin on Grade B soil, and eco- 
nomic rent will appear on Grade A; Grade C land will still be 
idle. 

If the price rise continues until oats sell for 33% cents, economic 
rent will appear on soil of the second quality, economic rent will 
rise on Grade A land, and the poorest of the three grades of soil 
will be drawn under cultivation. The price must rise to 50 cents a 
bushel before this third grade of land returns an economic rent. 

Margin of cultivation. The foregoing analysis introduces a con- 
cept of importance in the doctrine of economic rent: the concept 
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ot the margin of cultivation, which may be defined as that stage of 
exploitation at xvhich a unit of expenditure just pays for itself. This 
last, or marginal, expenditure is applied under such conditions that 
it produces an income only equal to the cost. That this is true may 
be due to either of two causes. The expenditure may be the last of a 
series applied to a given plot of ground, its product being restricted 
by the law of diminishing returns, or it may be the first expenditure 
made on lands so lacking in fertility or so remote from the market 
that, at the existing price of the product, they are barely worth cul- 
tivating at all. 

It is useful to distinguish these two cases by calling the one the 
intenswe, and the other the extensive, margin of cultivation. The 
intensive margin of cultivation on any grade of land is reached 
when the product of the final unit of expenditure sells for no more 
than it costs to produce. The extensive margin appears on that 
grade of soil which it is just profitable to cultivate at a given time. 
Referring again to our illustration, with oats selling at 33% cents, 
Grade C soil lies on the extensive margin; the intensive margin is 
represented by the second expenditure on Grade B and the fourth 
on Grade A. 

Since marginal cost equals market price, there is no economic 
rent derived from the expenditures on either the extensive or the 
intensive margin. As was made clear in our preceding illustration, 
the position of both margins at any given time depends upon the 
selling price of the product. If anything occurs to raise this price, 
the intensive margin on all lands under cultivation will be raised, 
and the extensive margin will be pushed out to lands whose lack 
of productivity made them extra-marginal at the old price. A fall 
in the price will, on the other hand, cause a lowering of the in- 
tensive margin on all lands, and a narrowing of the extensive mar- 
gin by the process of throwing the poorest lands out of use. It 
should be noted that these statements hold good only on the as- 
sumption that costs of production remain unchanged as the selling 
price fluctuates. 

Alternative uses of agrarian land. It is obvious that we have 
simplified the problem by assuming that only one crop is produced 
on the land. But it is really unnecessary to consider all the com- 
plexities caused by the vast number of different crops actually 
under cultivation at a given time, for this situation does not alter 
the principles of rent. For each of these uses the different parts of 
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the land area vary in profitableness because o£ differences in fer- 
tility, in location, etc. Under given conditions of cost and price 
there will be for each piece of land one most profitable crop and 
an intensive margin measuring the largest amount of that crop 
which it pays to produce. 

Each farmer will try to employ his lands so as to expand his 
producer’s surplus to the maximum. He will plant that crop which 
at the time offers the largest producer’s surplus and will continue 
this line of production until some other crop becomes more profit- 
able. In this way the existing area of agrarian lands is allocated 
among the different lines of cultivation so as to produce the largest 
economic rent under prevailing conditions of cost and market 
price. 

Economic rent o£ urban lands. We have attempted to simplify 
an essentially complicated problem by limiting our discussion to 
economic rent from agrarian lands. But the same type of income 
arises from the exploitation of urban lands; it is produced by the 
same forces which create agrarian rents; its amount in any specific 
case is also controlled by similar forces. We shall not attempt to 
deal with all the complexities of tjhiis problem. The student will 
have grasped its fundamental principles if he attains a clear under- 
standing of a few propositions. First, productive exploitation of 
urban lands conforms to the law of diminishing returns. Second, 
urban lands, like agrarian, vary in inherent productivity for any 
use to which they may be put. Third, market prices of goods and 
services whose production involves the use of urban lands are de- 
termined by costs on the margins of utilization. Fourth, the owners 
of urban sites appropriate the economic rent which accrues from 
the exploitation of the land. 

Certain general characteristics of urban lands should be noted. 
They pertain to lands employed in connection with urban enter- 
prises — factories, banks, shops, hotels, and the like. As implied in 
this definition, the service rendered by urban lands is that of pro- 
viding sites for buildings and other capital instruments. When we 
speak of the productivity of urban lands in a given use, the term 
does not refer primarily to the fertility of the soil, but to its lo- 
cation. For this reason economic rent of urban lands is denoted by 
the term site rent. 

Each urban enterprise will find that the plots of ground within 
the city vary in effectiveness to serve its purpose. Some will provide 
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locations of maximum advantage; the location provided by others 
will be less advantageous; still others will be so badly situated as to 
be useless to the enterprise. The factors which determine the rela- 
tive effectiveness of land sites are, of course, not the same for one 
enterprise as for another; retail stores, for example, require attri- 
butes of site for effective location different from those required by 
apartment hotels. But given adequate information a^s to the tech- 
nical requirements of any enterprise, together with information re- 
garding the general features of the city — density of population, lay- 
out of streets and traffic systems, and the like — it is possible to 
classify the land sites in regional groupings according to their rela- 
tive effectiveness for that enterprise. 

When a city of any considerable size has become settled, it is not 
difficult to see that the retail stores, the theatres and hotels, the 
wholesale establishments, the banks, and other enterprises have 
spread out «ver sites which vary in their effectiveness for the busi- 
ness in question. It will be evident that Merchant A has a better 
location than Merchant B. If A were obliged to move his store to 
B’s site, his receipts would fall off, even if he used as much capital 
and labor as formerly and applied managerial ability of equal skill. 
There is no way to explain such differences in the profitableness of 
like enterprises differently located than to attribute them to the 
income-producing powers of the land. 

The principle of diminishing returns operates on each plot of 
urban land whatever the use to which it is put. For example in re- 
tail trade an increased expenditure of capital and labor on a site 
of given dimensions takes the form of additional stories to the 
building, a larger area of floor space, an increased stock in trade, 
increased working force, a more complex and unwieldly organiza- 
tion. As the building grows in size, the costs of maintenance, of 
transportation of goods and passengers from floor to floor, of super- 
vision, will eventually rise. Many small sources of waste, which in 
a smaller establishment would be discovered and corrected, will 
pass unnoticed by the managers. For many reasons, the costs of 
rendering the service -will rise, or, to use the correlative expression, 
the returns from the last unit of expenditure will fall. So it is in 
other urban enterprises. As a result, the time must come when addi- 
tional expenditure on the best sites for a given use no longer affords 
a larger profit than the same expenditure on lands not so well sit- 
uated. 
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The exploitation oi each parcel o£ urban land tends to be pushed 
to the limit, typified by an added investment of capital in the build- 
ing and its productive instruments, beyond which it is not worth 
while to go at a given time. This is the intensive margin. The ex- 
tensive margin of land use is not to be found in retail trading or in 
any other use of city land. There is usually no no-rent land within 
the limits of tlie ordinary city. 

What occurs is that a business, as it expands, pushes constantly 
out from the focus of the most desirable land, taking in locations 
successively less desirable till it reaches those parcels of land wdiich 
are no more useful for this business than for other uses. Beyond 
this the business cannot at any given time go, because there now 
appear other uses for the land which will yield a higher rent, this 
rent being determined by the next income to be derived from some 
other use of the land and resting finally upon the prices obtainable 
for the services of the land in this other — more prod^ictive — ^use. 
There is equality of return between the intensive margins on ail 
the different parcels of land devoted, at any given time, to the par- 
ticular business, and as conditions change this equality tends to 
maintain itself. 

The value of land. It is the specific income from land — the eco- 
nomic rent — which, together tvith the interest rate, determines land 
values. At an earlier point in our study, ^ we considered the discount 
process as it applies to the valuation of durable capital instruments. 
It was there observed that, whereas the demand schedules for cap- 
ital goods are always derived by discounting expected future in- 
come, cost of production operating on the supply side is also a 
factor in the value of such categories of these goods as are repro- 
ducible. In the case of capital instruments which cannot be 
reproduced, it is the discounting of future income which alone 
operates on both demand and supply to determine value. 

With trifling exceptions of insufficient moment to affect the gen- 
eral rule, land is to be classified as a nonreproducible capital good, 
and therefore its value varies directly with economic rent and in- 
versely with the interest rate. This is not to say that the sale 
price of any piece of land is determined by the present rent cap- 
italized at the present rate of interest. Considerations as to probable 
future changes in rent and the rate of interest always enter into 
calculations of the present value of future income but alterations 

^Cf. Chapter xiii. 
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of land values resulting from these considerations are ail in har- 
mony with the basic principle, which may be stated as follows: The 
value of land [inchiding all natural agents) is derived, through dc- 
maiid. and supply, from buyers' and sellers' estimates of the dis- 
counted value of expected economic rent. 

Relation of rent to prices. There is a good deal of popular con- 
fusion regarding the causal relation existing between the rent of 
land and the sale price of the product of the land, since it is com- 
monly believed that high rents cause high prices. But this popular 
notion confuses cause and effect; it is the price of the product which 
affects the economic rent of land, not the reverse. 

In the case of rural lands, the true relationship between rent and 
the price of the product becomes quite clear when we review our 
previous analysis. The price-determining costs of production in 
agriculture are the marginal costs. But on the margins, as shown in 
our preceding discussion, cost is equated with price, allowing no 
producer’s surplus or economic rent from the sale of these mar- 
ginal units of supply. In other words, economic rent is not included 
among the price-determining marginal costs. Surplus receipts are 
obtained from the sale of the ynits of supply other than marginal, 
because the existing market price makes production profitable be- 
yond the point of diminishing returns. If rents are high at any 
given time, it is because prices are high. 

As to urban lands, the fallacious belief that high rents cause high 
prices may be traced to the misconception of the nature of the 
product of these lands. The product of land devoted to retail trad- 
ing is obviously not the articles offered for sale in the shops. It is an 
intangible service, the service rendered by the merchant to the 
social group by promoting the ease and convenience of supplying 
human wants. If we wish to speak of the price of this service, it 
should be clear that we refer to the reward of the merchant, not 
the sale price of his stock in trade. 

Any attributes of a site which increase the merchant's gain on a 
given expenditure of capital and labor in the retail trade beyond 
the amount received by the users of marginal land will bestow a 
rent on the site. In some cases a given site will increase the mer- 
chant’s profit for no other reason than that it places him in a posi- 
tion to charge high prices. Here there is a relation between rent 
and the selling price of goods, but the causal connection runs from 
price to rent, not from rent to price. The immediate cause of the 
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high rent, as ahvays, is the large return of the entrepreneur, but the 
high return itself is caused in this case by high prices. 

But the selling price of his goods is only one of the factors affect- 
ing the entrepreneur’s net income; another factor of equal impor- 
tance is his cost of operation. If a merchant has low operating cost 
because of the character of the site upon which his shop stands, it 
is the land which really produces his extra profit, and the o%vner 
of the land will absorb the excess in the form of a high rent. Among 
mercantile enterprises, large volume of turnover in comparison with 
necessary overhead expense is a primary cause of relatively low cost 
of operation. Sites on crowded thoroughfares and at the transfer 
points of traction lines permit a volume of business so much in 
excess of that done by shops in less effective locations that the 
merchants who possess these desirable sites can gain large returns, 
at prices no higher than those charged by their competitors. In 
such cases high i-ents will be associated with low selling prices of 
goods, though it is still correct to say that the high rent is conjoined 
with a high reward for the merchant’s service — i.e., with a high 
income or gain. These illustrations have been drawn from retail 
trading, but the student will have no difficulty in applying the 
principle embodied to lands in other uses. 

Quasi rent. It will be recalled that the principle of diminishing 
returns, as we have stated it, is applicable under appropriate con- 
ditions to the exploitation of any factor of production. The con- 
dition essential to diminishing returns is that one of the factors 
be held constant while those which cooperate with it are increased. 
A labor group, if absolutely fixed in number and indispensable to 
productive enterprise, will derive a surplus income determined by 
forces analogous to those discussed in the preceding pages. Similarly 
the owner of capital instruments, if their supply cannot be increased 
and they are in great demand for productive purposes, can exact 
a payment of this kind for their use. 

As the variable factors increase in amount, the output of the 
combination, while increasing absolutely, will diminish as measured 
ill proportion to the increasing factors. As we shall see in subse- 
quent chapters, this principle is of great importance in determining 
the other functional types of income — interest, wages, and profits — 
as well as rent. 

Ordinarily the competitive forces of the market fix the rates of 
return for labor and capital in a quite different way, because 
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ordinarily and in the lon^ run the supplies of these factors can be, 
and are, increased in amojunt. It should be kept in mind, however, 
that when a segment of the labor or capital supply is placed in 
favoring circumstances — limited in amount and combined with in- 
creasing supplies of the other factors — its income will diverge from 
the returns normally allocated to that factor through the market 
and become a quasi rent. 

Economic rent distinguished from other income. The condition 
of fixed supply is much mbre important in determining the income 
of land than that of the other factors. There is no productive factor, 
other than land, which cannot be increased in amount over long- 
run periods, either in its entirety or in its special forms. Hence the 
owners of these other factors of production can enjoy surplus in- 
comes from their use only in exceptional circumstances and for 
short-run periods. But the income from land is normally a surplus 
income — pi^oducer’s surplus. 

Let us illustrate this distinction by comparing the income from 
land with the income from capital in a selected situation. Suppose 
that an office building is erected at a cost of $100,000 upon a certain 
city lot. A year’s operation shows the following results: total in- 
come, $15,000; operating costs, $5,000; interest on capital (at 5 per 
cent), $5,000; net income, $5,000. This last item is true producers’ 
surplus: it is, in fact, economic rent, being due solely to location 
on this particular piece of land. So long as conditions generally 
remain unchanged, it will persist. 

Suppose now that a shrewd entrepreneur builds, at a cost of 
$100,000, a ship to carry passengers from the city to a near-by shore 
resort. The results of his first year’s operations are exactly the same 
as those of the office building; total income, $15,000; operating 
costs, $5,000; interest on capital, $5,000; net income, $5,000. Here 
also is a surplus income, the reward of superior business foresight. 
But it does not rest on the firm foundation of economic rent. Very 
soon other entrepreneurs, seeing the extra profits offered, will build 
other ships. Competition will reduce the rates charged passengers; 
the gross income per ship will decline in consequence; and finally 
there wdll accrue to the owner only the $10,000 necessary to cover 
operating costs and interest on his capital investment. Thus does 
competition tend to make short-lived the surplus gain arising on 
occasion from shrewd applications of capital. 
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“Unearned increment.” Economic rent as a private income may 
seem hard to justify on giounds consonant with the common 
man’s impulsive sense of justice and fair play. Economic rent is 
not a payment for any service rendered by the recipient, for it exists 
only when the recipient’s income is in excess of adequate remunera- 
tion for ail his labor as a worker, ail his service as a saver and 
in\ cstor of capital, all his utility to society as an entrepreneur. A 
service, it is true, is rendered in exchange for economic rent, but 
it is rendered by nature, not by the rent receiver. In other words, 
society, in permitting the existence of economic rent as a private 
income, is making payment for a service which could be had for 
nothing. 

Because rent is of this character, it has often been described — 
and condemned — as an unearned increment. As the words imply, 
this name refers particularly to the tendency of rent to increase as 
population grows. But there is no reason in principle« 3 ivhy distinc- 
tions should be drawn between different cases of economic rent. 
Whether rising, falling, or remaining constant, all true economic 
rent is, in the common meaning of the term, “unearned” by the 
landowner; it is an addition or increment to his income in excess 
of adequate payment for every productive service he performs. 

It is of course true that the present recipient of economic rent 
may have invested his savings in the purchase of the land and is 
therefore receiving only a justifiable return on his investment. For 
example, assume that someone pays $40,000 for a site which returns 
an economic rent of $2,000. Clearly there will be no unearned in- 
crement in the income of this individual — at least until the eco- 
nomic rent increases — for the yearly rent represents only the normal 
return on his financial outlay. But the former owmer is still receiv- 
ing $2,000 yearly from the investment of his receipts from the sale 
of the land; and if we agree that part or all of this income was 
unearned increment before the sale, it is still unearned so far as he 
is concerned. 

Rebelling against the apparent injustice of the economic rent 
income, people with a bent toward social reform have frequently 
proposed that this income be taken out of private hands. These 
programs of reform have taken many different forms, from outright 
nationalization of land, as an extreme example, to milder proposals 
to appropriate a part or ail of the economic rent for social purposes. 



ECONOMIC RENT 


408 

The method suggested for such appropriation of rent is usually 
taxation; and this proposal, too, has sometimes taken the extreme 
form — as in the case of the single-tax movement — of demanding 
that the state tax all landowners the full amount of the economic 
rent. The condemnation of rent as a phase of their general con- 
demnation of all inequalities in the distribution of income is an 
element in the reform programs of the socialists, whose proposals 
we shall consider in a later chapter. 


EXERCISES 

1. The figures below show the results of successive added expenditures on 
different grades of land devoted to the production of wheat: 


GRADE A 

LAND 

GRADE B 

LAND 

GRADE C 

LAND 

Added 

Added 

Added 

Added 

Added 

Added 

expenditure 

product 

expenditure 

product 

expenditure 

product 

SlOO 

200 bu. 

$100 

100 bu. 

$100 

80 bu. 

100 

150 

100 

90 

100 

70 

100 

125 

100 

80 

100 

60 

100 

100 

100 

70 

100 

50 

100 

80 

100 

60 



100 

60 

10(J 

50 




(a) Convert the figures for diminishing physical product with additional 
outlays on different grades of land into figures expressing rising 
marginal cost. 

(b) Plot the curves of marginal cost for the production of wheat on 
the three grades of land (on one chart). 

(c) How far would cultivation be carried on each grade of land, if the 
market price of wheat were $1.00 per bushel? If the market price 
were §1,25 per bushel? 

(d) Locate the intensive and extensive margins of cultivation when 
the price of wheat is §1.00 per bushel; when the price is §1.25. 

2. A piece of land occupied by a warehouse is leased for §12,000 per 
year. Taxes, insurance, maintenance, and depreciation consume $5,000 
per year. The building cost §100,000. The rate of interest is 5 per cent. 
Explain the two elements of which the owner’s net income is composed, 
and determine the amount of each. 

3. With the construction of the Erie Canal, the price of wheat in New 
York City declined. How did this affect the intensive and extensive 
margins of cultivation in New York and New England and the rent of 
land devoted to wheat production in this area? 

4. Explain how each of the following factors may influence the use of 
urban sites: 

(a) Convergence of subway lines 

(b) Proximity to schools 
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fc) Easy access to railroad terminals 

(d) Freedom from noise 

(e) Proximity to tidewater 

(f) Migration of population to suburban areas 

5. (a) How would the movement of the New York Stock Exchange to 
New Jersey affect rents in the New York financial district? 

(b) How would the replacement of an ele\ated street car line by an 
underground transit line affect rents and the use of urban sites 
along the route? 

(c) How would the de\eiopment of the St. Lawrence Waterway affect 
urban rents in Boston? In Chicago? In Baltimore? 



CHAPTER XXI 


Interest 

Introduction. The role played by capital in the productive 
system was discussed in an earlier chapter, ^ and the process by 
which capital is accumulated by society was made clear. For our 
present purpose the essential feature of this process is the time 
element which is inevitably involved in the provision of capital. 
In the simplest case, that of a capital instrument constructed by its 
user, this time element consists of the interval of waiting which 
must intervene between the expenditure of effort in making the 
capital instrument and the reward for this effort in terms of income. 
This time lag may be of either long or short duration, but it is 
always present. And to the extent that waiting for income is irk- 
some to human beings, this factor will operate to restrain the sup- 
ply of capital instruments ancF to prevent their marginal produc- 
tivity from falling. 

In modern society the provision of capital instruments is a 
more complex process than in the case of the man who takes time 
out to construct a simple tool for his own use. But behind all these 
complexities, stands the inescapable fact that society cannot be 
supplied with capital unless human beings are willing to wait for 
deferred returns. Laborers cannot be set to work constructing 
durable goods — ^vehicles, buildings, ships, railways — ^unless their 
needs for consumable goods are met while they are so engaged. To 
meet these needs some group must provide out of its own income 
the necessary purchasing power. 

This group takes the first step toward capital formation by setting 
aside portions of its money income. Ordinarily these savings are 
deposited in the banks and transferred by them to borrowers. On 
occasion, however, the saver of income may transfer his funds 
directly to entrepreneurs by buying issues of stocks and bonds in 
the investment market. 

However it is done, the essential feature of the transaction is the 

iSee Chapter ii. 
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transfer of present income by one person or group of persons to 
another, in anticipation of a reverse transfer at a later date. 

As long as waiting is irksome and capital accumulation is done 
voluntarily, society cannot obtain an adequate supply of capital 
instruments unless the suppliers are allowed a share of the social 
income apart from- the ordinary cost of producing capital instru- 
ments. When^we analyze the ordinary loan contract, we discover 
that it represents a transaction in which present and future in- 
comes are exchanged against each other. The interest element in 
the loan contract is a premium paid to compensate the lender for 
his 'ivaiting — paid by the borrower who tvillingly sacrifices a larger 
amount of future income to acquire the more highly prized present 
income. 

The loan market and the rate of interest. Like any other price, 
the rate of interest is' determined in the market by the forces of 
demand and supply. The modern world has evolved aiu organized 
market in which exchanges of present goods for future goods are 
constantly taking place; viz., the loan or investment market. Be- 
cause of the vast number of transactions which take place in the 

loan market and the innumerable ramifications of this market 

* 

through the business world, the rate of interest there determined 
becomes the governor of the terms of all types of transactions in- 
vohing an exchange of present for future income. 

The supply of loan funds: Savings of individuals. The analysis 
in this chapter will be directed to the supply side of the loan 
market. Much of the saving by individuals results from a com- 
parison of present sacrifice with future reward, as was implied in 
previous statements in this chapter. The extent of sacrifice is 
determined by the individiiaFs rate of time preference; the reward 
accruing in the future is determined by the interest rate. When the 
ra(v of interest is higher than an individual’s rate of time prefer- 
ence, he will be induced to save. Saving, however, raises the rate 
of time preference by impoverishing the present and enriching the 
future; hence the inducement to save at a given rate of interest 
will diminish as larger portions of present income are saved. 

The amount of loan funds arising from this source tends, there- 
fore, to vary directly with the interest rate. Supply schedules of 
such funds, beginning with small quantities when the interest rate 
is zero, will show successively larger quantities offered for loan at 
rising rates of interest. 
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There is reason to believe, however, that some saving is done 
by individuals without much regard to the interest rate. Many 
people make provision for old age, for the care of dependents, for 
unpredictable misiortunes, not as a result of the lure of interest but 
as matter of habit or custom. Such savers have the opportunity to 
obtain interest on their savings, but it is unlikely that they would 
abandon habits of thrift and forethought even though no interest 
were paid. There are in fact multitudes of people who set aside 
portions of their income under arrangements which preclude the 
receipt of interest; an example is the practice of the well-to-do of 
carrying checking accounts at the banks in excess of their actual 
needs. It is even probable that some people could be made to pay 
for the pri\'ilege of saving under assurances that their savings would 
not be lost: indeed the banks have at times been able to charge 
depositors for the safekeeping of their funds. 

Corporate saving. It is important to note also that under the 
operation of our economic system, large sums are continually being 
saved without the conscious decision, frequently without even the 
knowledge, of the individuals who might otherwise have the money 
to spend. One tendency of this order is an out-growth of the cor- 
porate form of organization, especially in the large-scale enterprises 
so common in the modern business world. 

Immediate control of the policy of a corporation lies in the 
hands of the directors, who are in turn responsible for their actions 
to the stockholders who elect them. One of the problems for which 
the directors are responsible relates to the disposition of the cor- 
poration’s net income. 

It is never the practice of prudent directors to distribute the 
entire net income in the form of dividends to the stockholders as 
rapidly as it accrues. A part is usually set aside as a reserve against 
future contingencies w^hich may imperii the corpoi'a lion's ability to 
pay its debts; another part may be devoted to improving and ex- 
panding the material equipment of the business; still another, to 
experimentation with new processes and selling methods. These 
decisions to reinvest the corporate income are the result of reason 
and calculation on the part of the directors, and it is of course the 
expectation of future returns from the investment that plays the 
major part in determining the amount saved. 

In the case of the large corporation, whose stock is widely scat- 
tered among many investors, large and small, it is of course quite 



SUPPLY OF LOAN FUNDS AND THE RATE OF INTEREST 41 3 

out of the question for the individual to make these decisions. 
Authority over these matters must of necessity be delegated to the 
directors, who may thus, in the exercise of their judgment, build 
up the corporate capital out of current earnings which would 
otherwise go to the stockholders in dividends. 

The activities of the insurance companies afford similar examples 
of corporate saving. The “level premium policy/’ the customary 
form in which life insurance is sold, results in the accumulation of 
immense funds in the hands of the insurance companies as reserves 
against their liabilities to the policyholders. There is little reason 
to believe that the average policyholder adjusts the amount of his 
contribution to the reserves of insurance companies by scrutinizing 
the rate of interest. 

In view’' of facts such as these there are some wdio go so far as to 
say that there is no correspondence at ail between the interest rate 
and the supply of loan funds. This is clearly an exaggeration. We 
know that many individuals and corporate bodies do adjust the 
amount of their savings to the rate of return on loans and invest- 
ments. 

Many people are in a position to be either borrowers or lenders, 
the choice depending upon the relation of their owm rates of time 
preference to the market rate of interest. In particular the business 
man may either borrow funds for use in his business or lend capital 
to others. 

Supply of loan funds and the rate of interest. Since so large a 
part of the total supply of loan funds is provided by savings which 
are automatic or habitual or involuntary, it is impossible to depict 
the supply side of the loan market as a series of quantities varying 
directly and smoothly wdth variations in the interest rate. Moreover 
w^e do not know how large an amount of savings w^ould be forth- 
coming if there were no interest payment. Society has never con- 
fronted that situation and w^e have no experience upon which to 
base a decision. 

Savers of ail sorts, no matter what their motivation, have always 
been able to obtain interest. It may be pertinent to the question 
here at issue to point out that the volume of savings has never 
been large enough to satisfy all the demands for loan funds with- 
out requiring the inducement of an interest rate, and that this fact 
argues the existence of some deterrent to saving which must be 
overcome by the offer of rew^ard. 
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We conclude that the total supply of loan funds tends to vary 
directly, but only roughly and erratically, with the interest rate. 
Under the conditions prevalent at a given time, it is probable that 
there is a hypothetical rate of interest which would bring the forces 
of demand and supply into stable equilibrium; that is, a rate wdiich 
would evoke only that quantity of loan funds which the borrowers 
would be willing to take off the market. But since^the supply of 
funds responds sluggishly to changes in the interest rate, there is no 
assurance that this equilibrium rate will actually result from the 
interplay of demand and supply. 

Over short-run periods, demand exerts the predominant influence 
on the market, setting the interest rate in accordance with marginal 
productivity of capital as reflected in the expectations of the bor- 
rowers. This rate may or may not clear the market. Over long-run 
periods, the rate of interest tends, through its delayed influence on 
the supplies^of loan funds, to be so adjusted as to move toward the 
point which would bring about equilibrium. 

The rate of interest and the quantity of money. Each generation 
brings to the front a group of reformers who, either themselves 
debtors or impelled by a compassion for the debtor class, propose 
to abolish interest or to lower the rate of interest by increasing the 
quantity of currency. Their program is based on the belief that the 
rate of interest varies inversely with the quantity of money, this 
belief resting in its turn on the assumption that borrowing con- 
stitutes a demand for money and that therefore the price which the 
borrowers pay the rate of interest) must be controlled by the 
relation of this demand to the supply of money. 

This assumption would not be far from the truth if the term 
“supply*' were used in a sense coordinate with the term “borrower’s 
demand"; if, that is to say, it referred to the supply of money avail- 
able for loans. But we have seen that the borrower does not want 
money itself, but money’s worth. Since the effect of an increase in 
the quantity of money is to reduce its purchasing power, a larger 
amount will be required to accomplish the purpose of the bor- 
rower. It follows that, as the price level rises in consequence of an 
increasing supply of money, the demand for loans measured in 
dollars and cents also rises, thus tending to offset the effect of the 
increased supply. 

Experience may seem to bear out the opinion that the short-term 
interest rate fluctuates with the amount of money in the country. 
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The transactions of borrowers are carried on to a large extent with 
the banks, and their knowledge of the loan market is formed out of 
their experience with these lending institutions. From this experi- 
ence they learn that, when the quantity of money in the bank's 
vaults rises or falls in proportion to loans carried by the bank, the 
interest rate on loans tends to move in the opposite direction. The 
banker will estplain the low rate of interest wdiich accompanies a 
relatively large cash reserve by the statement: ‘‘Money is plentiful,” 
and the high rate which accompanies the relatively small cash 
reserve by the statement: “Money is scarce.” 

But here we have to do, not with the amount of money in the 
country, but with the amount in the banks and with the motives 
which induce people to deposit their money as an alternative to 
spending it. If the bank reserves increase only because of an in- 
crease in the total stock of money — that is, if the proportion 
between the amount of money in the banks and that m circulation 
remains the same — the greater lending power of the banks will be 
offset by the increased amount of money required by the borrowers 
to conduct their transactions on the higher price level. If however 
the bank reserves increase faster thgin the amount of money in the 
country, this is an indication that the people, for one reason or 
another, are increasing the proportion of money available for loans. 
In this case there will be a tendency for the interest rate to fall, 
but obviously the cause of the fall is to be sought in the motives 
which have induced the people to save more and spend less, not 
in the amount of money in the country at large. Nor can it be 
shown that an increase in the total quantity of money will enable 
the people to save proportionately more than formerly, w4ien ac- 
count is taken of the rise of the price level which money inflation 
causes. 

The conclusion we have reached has to do with the ultimate 
effects of changes in the quantity of money. It still remains to 
inquire how the interest rate is affected by the transition phe- 
nomena of the period during which the quantity of money is in- 
creasing or decreasing. 

We know that when prices are rising under the influence of 
currency inflation, businessmen strive to take advantage of the 
favorable market by expanding their enterprises through increased 
borrowing if, under these conditions, the new stocks of currency 
are so distributed that the bank reserves temporarily fail to main* 
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tain their ratio to the amount o£ money in the country, the need 
for loans will outstrip the quantity of money available for loans, 
and the interest rate will rise. 

On the other hand, when prices are failing because of a con- 
traction of the currency, money may find its way into the banks in 
unusual amounts, owing to the tendency of the people to restrict 
their expenditure during periods of depression. At l^he same time, 
the general feeling of business uncertainty will tend to reduce the 
demand for loans; hence the interest rate may fail when the quan- 
tity of currency is decreasing. The effect on the interest rate, in 
other words, will be the opposite of that expected by those who 
believe that the rate of interest varies inversely with the quantity 
of money. 

We should note also that the effect of a rising price level is to 
reduce the real worth to the lender of the principal of loans which 
he made prfor to the rise of prices. A loan of a thousand dollars 
loses one-half of its purchasing power if the price level doubles 
before the loan is repaid. Rising prices therefore penalize lenders 
in the case of all pre-existing loan contracts and benefit the bor- 
rowers to an equivalent extent. Conversely, a falling price level 
impoverishes borrowers and enriches lenders. 

It is to be expected that borrowers and lenders will take account 
of these effects of a fluctuating price level and attempt to guard 
against them by raising or lowering the interest rate. During a 
period of rising prices, the interest rate tends to rise as an offset 
to the depreciation of the principal of the loan; during a period of 
falling prices, it tends to fall as an offset to the appreciation of the 
principal. This tendency codperates with the one just discussed to 
cause a rising interest rate when the supply of currency is increas- 
ing, and vice versa. These, to repeat, are transition phenomena. 
They disappear when the price level is again stabilized. 

Lack of uniformity in interest rates. Thus far we have spoken of 
the interest rate as if there were a single uniform price applying to 
all types of transactions in the loan market. But when we turn to 
the business world for illustration of our theory, we are impressed 
at once by the absence of any such uniform price. Different rates 
of interest appear in the market at the same time, each rate apply- 
ing to a particular type of loan transaction. For example the fol- 
lowing schedule of rates was published on three different dates 
for transactions in the New York money market: 
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Type of Loan 

July 26, 1929 


Call loans 10 

60-90 day loans 8 

Commercial paper 

Best names 6 

Other names 6 


PER CENT 


Feb. 16, 1935 Jan. 30, 1948 
Mandl 

H 

m m 


Some of the variations appearing in the first item of this table 
are due to conditions peculiar to the banking business. A large part 
of the banker’s liability consists in deposits payable on demand, 
against which he must maintain assets in liquid form. Bankers in 
a money center like New York receive from banks in inland cities 
large deposits of cash subject to continuous withdrawal and replen- 
ishment. For obvious reasons it is not profitable for these bankers to 
hold such deposits in the form of idle cash. The call loan is the 
best form of investment for funds of this kind; it is res^^^lvable into 
cash on demand and secured against loss by a deposit of collateral. 
For this reason the call loan in a large money center commands a 
rate of interest which fluctuates sharply in response to variations in 
the amount of money seeking this particular form of investment. 

The student will realize that the interest rates listed in the 
second and third columns of the table indicate an abnormal con- 
dition of the money market. Prolonged business depression had 
caused the banks to carry an unusually large portion of their assets 
in cash. This abnormal supply of short-term loan funds, coupled 
with the decline of demand in the business world and the govern- 
ment “cheap money” policy, resulted, on the dates given, in ex- 
tremely low rates of interest in the New York money market. 

True and nominal interest rates. On loan transactions not sub- 
ject to these exigencies of the banking business, variations in the 
interest rate are often more apparent than real. We must view 
interest as a payment for a single kind of service; i.e., the service 
of postponing income by a voluntary exchange of present goods 
for future. If the man who renders this service performs at the 
same time a number of other functions and receives a single pay- 
ment as a recompense for all of them, only a part of the payment, 
strictly speaking, can be called interest; the remaining part is com- 
posed of as many different elements as there are different functions 
to be rewarded by the payment. Now it happens that the term 
“interest” is commonly used in the business world to define just 
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such a composite payment, o£ which only one element is true 
interest. 

The easiest of these elements to recognize is the insurance 
premium, which generally accompanies every interest charge. When 
dealing with true interest we must assume that the lender is assured 
of his future return; but as a matter of fact no loan is absolutely 
secure. When repayment of a loan is uncertain to a^narked degree, 
the fact evidences itself in an apparently higher interest rate. This 
interest rate consists of at least two elements; ue., interest itself and 
a premium for risk and uncertainty. 

There are also other elements commonly included in commercial 
interest rates which do not correspond to the true interest concept. 
The rate which a bank charges its customers, for example, is not 
merely a charge for waiting; it is also a charge for consultation and 
other forms of service. Interest paid a stock or investment broker 
also carries^ service charge of similar nature. 

The most common occasion for confusion of interest with other 
forms of remuneration is the use of an entrepreneur's own funds 
in his own undertaking. In any such case it is exceedingly difficult 
to segregate true interest from wages which the entrepreneur has 
earned by his own personal efforts; the wages of management. 

Moreover what is in reality merely an “eating up of principal" is 
sometimes falsely regarded as interest. No true interest ever accrues 
from the use of a capital instrument unless provision has been made 
to replace it as it gradually wears out, and yet interest is often con- 
fused wdth depreciation. 

In summary of these points we may say that nominal and true 
rates of interest never coincide unless the investment is one in 
which the investor bears no risk, exercises no managerial powers, 
and encounters no depreciation in connection with his income. 
Very probably no investment can be found which measures up 
exactly to this ideal, but it is approximated in the long-term bonds 
of a stable government, returns on which may be accepted as a fair 
exemplar of true interest. 

Changes in the rate of interest. Over extended long-run periods, 
a remarkable stability in the rate of interest is to be observed. When 
in the seventeenth century the interest rate in Holland fell to 3 
per cent, it stood at a point only slightly lower than during the 
flourishing days of the Roman Empire, In the following century 
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the rate rose slightly, only to fall during the nineteenth century to 
the same low point. Just prior to the First World War the rate for 
first-grade securities stood again at about 3 per cent. 

But this stability over long ranges of time contrasts with fairly 
sharp fluctuations in short-run periods. The rate for current loans 
is a market price which tends to respond to momentary changes in 
the factors of demand and supply. There is also a tendency for the 
rate to rise in the wake of rising prices during the ‘‘prosperity'" 
phase of the business cycle and to fall to a low point during the 
subsequent reaction. 

But these responses of the interest rate are at best sluggish and 
retarded in action, a fact which has unfortunate economic conse- 
quences. The rates of pre-existing loans, being determined by legal 
contract, do not change at all in response to fluctuations of the 
business cycle or change in a disjointed manner at the end of the 
respective loan contracts. Moreover the rates on current loans are 
so influenced by customary business practice and other forces inter- 
fering with perfect competition in the money market that they too 
fail to move promptly and smoothly in harmony with changing 
business conditions. If the price oj. loans were to rise promptly 
during the early stages of rising prices, it would act as a brake on 
unhealthy credit expansion and thus tend to prevent a subsequent 
crisis, but because of these market frictions it fails to keep pace 
with the situation. 

Similar lagging of the interest rate may be observed during the 
early stages of the business depression tvhich follows a crisis. The 
general collapse of prices at such a time reduces the value of 
business assets and current business income, while the sluggish 
behavior of the interest rate prevents a corresponding reduction of 
business indebtedness and business costs. This tends to undermine 
the solvency of enterprises which are in debt as well as to make it 
more difficult to place current business transactions on a profitable 
basis. 

If the depression is prolonged, the rate may fall to abnormally 
low levels, as in 1940, because of the continued lack of demand 
from the business world. This lack of substantial return from loan 
funds exerts a disturbing influence on the economic system through 
its effects on the banking structure and on all enterprises and indi- 
viduals dependent on income from invested funds. 
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Interest as a private income. That owners of capital possess a 
right to share in the distribution of the product of industry is due 
to certain essential characteristics of our type of economic order* 
Our civilization is founded on the use of great masses of capital; 
progress in human well-being requires that we set aside each year 
an enormous amount of present income for the repair and replace- 
ment of existing capital instruments and the addition of new ones. 

The industrial mode of production calls for two distinct kinds 
of service, working and w^aiting. Neither of these services by itself 
can maintain the flow of consumable income at a volume sufficient 
to satisfy the wants of men on the present plane of living. Man’s 
labor of hand or brain, unless reinforced by his willingness to wait 
and to endure the costs of waiting, must be applied to direct pro- 
duction without the help of those product-multiplying aids which 
we call capital instruments. 

Aithough^the service of waiting is an indispensable productive 
function, this service is not rendered at the time the interest income 
is received, but was performed in the past when the saving was 
done. Indeed in many cases the service of waiting is not even 
performed by the same man who receives the interest, but by some 
predecessor from whom he has inherited his wealth. One conse- 
quence, therefore, is the existence of certain people who appear to 
enjoy the right of sharing in the income fund of society while 
making no concui'reiit contribution to that fund. This spectacle af- 
fronts the sense of justice of many a man who does not reason clearly 
wdth regard to the capitalist’s function in society. 

Other grievances associated with the existence of interest as a 
private income give impulse to this attack upon the institution. 
Although interest income is, as a matter of fact, widely dispensed 
among millions of men, women, and children of modest w'ealth, it 
occasionally occurs that, through inheritance, large fortunes based 
on interest have accumulated, permitting certain persons to live in 
idleness in the midst of a busy w^orid. Even though their fortunes 
may be only the rew^ard for past saving, either by themselves or by 
their predecessors, their present situation instills in some people a 
sense of jealousy or grievance. Reaction against the institution of 
interest as a private income leads to organized movements which 
propose a thoroughgoing change in the present economic structure 
of society. 
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Regulation o£ interest. In part, the modern attack upon interest 
is an inheritance from an earlier day and a simpler stage of societal 
development. Throughout recorded history there have been indi- 
viduals and communities which have condemned the receipt of 
interest by lenders as an immoral and indefensible practice and 
have taken steps to abolish or strictly regulate it. Perhaps the best 
known example of this attitude is supplied by the Church during 
the Middle Ages. For over a thousand years, indeed down to the 
thirteenth century, tire Church Fathers carried on an unceasing 
attack upon interest. By the canon law its receipt was strictly for- 
bidden to Christians on pain of spiritual punishment in this w^orld 
and the next. 

These laws became obsolete and gradually disappeared in all 
modern nations. But vestiges of them remain in the form of ‘‘usury’* 
laws, and the point of view which they represent comes to the front 
in modern times, not only as a phase of the program of socialists, 
but also in the form of sporadic political movements among more 
conservative men. 

There was some ground for moral condemnation of the interest 
income in early stages of social development. Almost all loans in 
that day were loans for consumption. The spendthrift borrowed to 
enlarge his supply of consumable goods; the necessitous man, the 
widow, the victim of misfortune were compelled to borrow to eke 
out a day-to-day existence. The king or the lord of the manor bor- 
rowed to cover the expenses of a war or crusade, or to heap favors 
upon the court favorite of the day. 

Such loans were indeed “barren,** to adopt the expression of the 
moralists of the time. Certainly such a borrower was not enabled to 
bear the charge which interest laid against his future by creating 
income through his use of the borrowed funds, as does the entre- 
preneur-borrower today. And in the common run of cases, the 
position of the creditor gave him the appearance of exploiting the 
necessities of his brother man. The usury laws of the time were 
passed in defense of the weaker man, the debtor, to protect iiiin 
from being surrendered by misfortune into the hand of the vora- 
cious money-lender. 

Where this type of loan has carried over into modern society, we 
continue, with general approval, to regulate the interest rate out of 
concern for the borrower. Though interest is no longer prohibited 
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on loans for consumption, ail modern countries make some pro- 
vision for the protection of the most necessitous borrowers from 
the worst consequences of their thriftlessness. In America the states 
regulate the pawnshops b) laws fixing a maximum interest rate 
and requiring accessible records of ail transactions. 

But the typical debtor of today is not the timid victim of mis- 
fortune, but the most able, most self-reliant of us all, the business 
entrepreneur. BoiTOwing for production in the normal course of 
events places the borrower in position to meet the interest charge 
without trenching on the income which otherwise would accrue to 
him. However, despite the fact that the day has passed when spend- 
thrift loans comprised the major part of the business of the loan 
market, the antipathy toward interest, especially a high rate of 
interest, remains and finds expression in laws intended to restrict 
the rise of the rate in the financial world. 

Recogni2i^g that exceptional cases arise which require excep- 
tional treatment, it should be evident that such laws are in general 
both futile and injurious. They are futile because, when conditions 
arise which enable the entrepreneur-borrower to pay high rates of 
interest and therefore create iii him a disposition to do so if neces- 
sary, the purpose of usury laws will be defeated by connivance of 
both borrower and lender. 

They are injurious, both from the standpoint of the individual 
borrower and from that of society as a whole, for if any branch of 
business or any geographical locality is handicapped by lack of 
capital (and this is invariably the case when complaints are heard 
about the high rate of interest), it is obviously to the advantage of 
all entrepreneurs to facilitate an increase in the supply of loan 
funds. The basic cause of the condition cannot be removed by arbi- 
trarily relieving present debtors of a part of their interest costs. 

What is needed is renewed inducement to saving and investment. 
Usury laws, by depriving savers of a part of their inducement to 
save and by injecting into the loan market the incalculable element 
of political interference, tend to perpetuate the evil which lies at 
the root of the protest; i.e., a paucity of loan funds. Not only the 
individual who is attempting to carry on productive enterprise 
under the handicap of small capital supply, but the entire com- 
munity, which shares in the rewards of the capitalistic process, is 
benefited by allowing the interest rate to fluctuate freely in accord- 
ance with the forces of demand and supply. 
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'‘Over-saving” or “niider-mvestment.” It was made clear in a 
previous chapter that money incomes of all sorts arise from the proc- 
ess of producing goods for sale on the market. The recipient of an 
income — ^be it wages, interest, or rent — is receiving payment for a 
contribution which he, or productive instruments owned by him, has 
made to the value of a product. These payments are made by busi- 
ness managers in expectation that the product will command a mar- 
ket price sufficient to reimburse them. For the productive system as 
a whole to function smoothly it is necessary that all these money in- 
comes be spent in the purchase of goods and services; in other words, 
that they should be used m toto to take off the market the goods 
%vhose expected sale gave rise to them. If the sum total of money in- 
comes is so utilized, the market wnll be cleared, and the economic 
system can continue to operate at the existing volume of production. 

This statement does not imply that it will be injurious for indi- 
viduals to save a portion of their incomes. When the economic 
system is functioning aright, money saved by one individual is 
spent by someone else; that is, by an entrepreneur to "^hom savings 
are transferred through the investment mechanism of the country. 
In this situation savings are also spent, and the net effect is merely 
to create a demand for different kiMs of goods than would have 
been bought had all individuals spent their entire money incomes 
and saved nothing. 

The danger in the situation is that savings may not be trans- 
formed into investments and hence may not appear as purchasing 
power in the market. If this should happen, the savings of indi- 
viduals would become hoards of unutilized purchasing power; and 
the money income of the nation's citizens would not be applied 
in toto to clear the markets of goods and services and thus keep 
the productive system in full operation. 

Such a situation is better described as “underinvestment” than 
oversaving. What is really happening is that new investment 
outlets are failing to keep pace with the volume of savings; for 
some reason or combination of reasons, the investment market is 
failing to absorb the unspent incomes of individuals. If this mal- 
adjustment reaches serious proportions, a chain of events may 
follow: retrenchment of productive activity; decline of demand for 
labor, land, and capital; collapse of the rates of wages, interest, 
and rent: in short, business depression, with its concomitant effects 
of unemployment and declining incomes. 
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The absence o£ a close relationship between the supply of loan 
funds and the rate of interest accentuates the danger of maladjust- 
ment of savings to in^•estraent. If the volume of savings were closely 
controlled by the interest rate, there would be no possibility of 
prolonged “underinvestment” for then an excess supply of loan 
funds would cause a decline of the interest rate, which in turn 
would cause the volume of savings to diminish until equilibrium 
was re-established. But, as we have seen, a considerable part of the 
total savings is controlled by motives and practices which have little 
regard to the rate of interest; hence maladjustment between saving 
and investment is possible. 



CHAPTER XXII 


Wages 

Approach to* the problem o£ wage rates. A study of the forces 
which determine the rate of wages presents peculiar difficulties. 
The great mass of working people is divided into a bewildering 
number of groups and subgroups, each receiving a different rate 
of income, and within these separate groups the earnings of indi- 
viduals will be found to vary in such fashion that any attempt to 
formulate a general law governing the rate of wages appears hope- 
less at the outset. 

In view of these complexities, the first step must bc^to simplify 
the problem. This can be done first by limiting attention at the 
start to some group within the great class of wage earners whose 
members are fairly homogeneous in quality; that is to say, a group 
so alike in function and capabilities that one man can be substi- 
tuted for another without material loss to the industry. In the 
second place, we shall assume a condition of free competition and 
a perfect labor market and develop the theoretical principles wffiich 
would operate under such confessedly artificial conditions. 

Under these assumptions, there will tend to be a uniform wage 
rate for the group, determined by demand and supply. The qualifi- 
cations required to adjust this simplified picture to the complex 
facts of the industrial world can be made after we have analyzed 
the forces which tend toward a uniform wage rate wdthin tliis sec- 
tion of the labor market. 

The demand for labor. It is necessary here only to recapitulate 
statements made in a previous chapter. We have seen that the 
determining influence on the demand side of the labor market is 
exerted by profit-seeking employers who voluntarily undertake to 
give the workers a money income in exchange for their services. Each 
employer expects the workers to create the income out of which 
their wages are paid, by increasing the revenues of the enterprise 
by an amount at least equal to the wage charge. In other words, 
the employer's demand for labor arises out of the expected mone- 
tary productivity of labor. 
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In any homogeneous labor group, it is not the total, but the 
marginal, product which governs the employers’ demand for labor. 
This is because employers are not confronted with the choice of 
hiring the entire labor force as a single unit, or hiring none at all. 
They employ workers as individuals and are concerned with the 
specific contribution of the individual to the income of the enter- 
prise. This marginal productivity of the labor gropp is defined as 
the amount per laborer by which a small change in the number of 
laborers changes the total product. 

The productivity of labor conforms to the law of diminishing 
marginal productivity. No employer can go on expanding his labor 
force, other factors of production being constant, without noting a 
decline in the amount of product attributable to one unit of labor. 
Since this is true, an employer, given a rate of wages, will tend to 
increase his labor force until the marginal product is no greater than 
the wage rat*e. Evidently the lower the rate, the greater the number 
that can be employed before this limit is reached; hence the demand 
for labor can be expressed in general terms as follows: The number 
of laborers demafided by a given employer or by all employers 
under any give?! set of circumsta?ices varies inversely with the rate 
of wages. 

One important technical feature remains to be considered. The 
workers will want their pay in advance of their employer’s sale of 
the product. Generally at the end of each week the laborers will 
ask to be paid for the services performed up to that time. But in 
the majority of cases the products upon which they have been 
working are not in a completed form and ready for the market at 
the time the wages are paid. This phase of the matter was touched 
upon in our study of interest, where the capitalistic process was de- 
scribed as a succession of advances to workers. 

But the employer will not thus make advances to laborers unless 
he is paid for his waiting; that is, unless he receives interest upon 
the advance payments. The w^'ages which the employer can afford 
to pay the marginal worker therefore will fall short of the value 
of his contribution to the product of the business by the amount of 
the interest charge. Thus the employer is compelled to discount 
the marginal product of labor in deciding what wage he can offer. 

The supply of labor. Other things being equal, the quantity of 
any good wdiich will be offered for sale varies directly with the 
price. In general this is true of the supply of labor wdthin any 
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single occupational group and within the wage class as a whole; 
but it should be noted that the circumstances back of the supply 
of labor are in many respects peculiar. 

The amount of labor available is a comparatively fixed quantity, 
not susceptible to much variation in response to changes in the rate 
of w^ages. Changes in the total number of wage earners take place 
fairly slowly, and w^orkers are not easily drawn from one functional 
group into another. The effect of these impediments is to make 
the supply of labor comparatively inelastic. 

The general law of wages. The forces of demand and supply 
would, if unimpeded, determine a market rate of wages in a manner 
similar to that by which other prices are determined in a competi- 
tive market. The demand for each type of labor is a schedule of 
rates representing the discounted marginal utilities of labor groups 
of differing sizes. Because of its inelasticity, the supply of labor is, 
at any given time, virtually a fixed number of %vorl^rs in each 
homogeneous labor group. The conditions of demand will fix the 
highest rate at which this number of workers can be absorbed in 
employment under the free play of economic forces. The general 
law of money wages may be stated as follows: The nortnal rate of 
money wages for any uniform group of workers is equal to the dis- 
counted marginal product of that group. 

Although the individual employer assumes that the wage rate is 
fixed by market forces extraneous to himself, he plays a part in 
causing this rate to be what it is. Were he to discontinue his enter- 
prise and withdraw from the market, the workers whom he released 
would have to seek employment elsewhere, thereby (in theory) 
lowering the marginal productivity in other enterprises and re- 
ducing the wage rate. On the other hand, if this employer is en- 
abled by some development in his business to increase his labor 
force without reducing its marginal worth, his increased demand 
for labor can be satisfied only by diverting wage earners from other 
industries, thus raising marginal productivity in general and in- 
creasing the wage rate. 

Limitations: Measurement of marginal productivity. The gen- 
eral law of wages is obviously an abstract statement of a tendency, 
rather than an explanation of ail the diversities which may be 
observed in the business world. We must now add qualifications in 
order to take account of some of the more important practical con- 
siderations. 
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It is obvious, in the hrst place, that the appearance of precision 
given in our illustration to the employers’ calculation of the 
worker’s marginal productivity is artificial. In the complexities of 
modern industry with its elaborate division of labor, no one can 
say exactly what one wwker contributes to the corporate income. 
At best, these calculations are intelligent guesses based on experi- 
ment and experience. 

Interdependence of different types of labor. In tlie second place, 
it never works out that the different entrepreneurs enlarge their 
several labor forces to the point where the marginal productivities 
of similar grades of labor are precisely equal. The number of 
workers of a certain type which can be employed profitably in a 
given indusU'y is affected, not only by the marginal productivity 
of these workers, but also by the necessity of maintaining an 
effective proportion between the different types of labor in the 
enterprise. ^ 

Complex division of labor creates a situation in which no single 
type of labor can be employed without necessitating the employ- 
ment of other types. For example, an industry employing one book- 
keeper might not have need for the services of another at any rate 
of wages, so long as its present scale of operations remained un- 
changed. To make it possible for a second bookkeeper to produce 
anything might require the employment of a dozen machinists, a 
foreman, a shipping clerk, and two or three other types of labor, 
none of which could be employed profitably at their prevailing 
wage rates. In a certain large factory producing tennis shoes, one 
inspector is employed in conjunction with twenty-five workers in 
other lines; one cutter works with half a dozen stitchers, etc. 

These examples illustrate the fact that the demand of any 
employer for a given type of labor is limited by his force of cooper- 
ating types, which is limited in turn by the wage rates of these 
other labor groups. He tends to increase the number of workers in 
each group up to the point where their marginal productivity 
equates with the wage rate, but he may stop short of this point 
because of his inability profitably to expand the scale of his in- 
dustry. Obviously the small business is much more affected by this 
consideration than is the large one, which, with adequate supplies 
of capital, can take more complete advantage of the gains inherent 
in complex division of labor. When however attention is fixed on a 
single occupational group, it is probably true that in no individual 
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enterprise could there be found that precise equivalence of mar- 
ginal productivity with the wage rate which our law of wages im- 
plies. 

The limits of bargaining. As the law of wages has been stated, 
it would appear that the rate of wages tends to settle automatically 
and without friction at a point which measures the marginal pro- 
ductivity of the workers. This is because conditions of perfect 
competition have thus far been assumed. But in practice the rate 
for any group of wage earners in any given industry is settled by 
bargain between employer and worker and fluctuates according to 
the relative bargaining power of these two parties to the wage 
contract. 

The actual rate in any industry, or for any section of the laboring 
population, may arrive at a lower point than that determined by 
economic law; on the other hand, it may rise above this point for 
short-run periods in isolated enterprises or localities.«AVe cannot 
undertake to follow out in detail these complex variationsr but we 
should ascertain as nearly as can be the limits of this bargaining 
area within which actual wage rates fluctuate. 

Wages above marginal product.^ Circumstances may arise in 
which the employer will voluntarily pay some of his workmen 
more than they are worth, thus leaving himself worse off than if he 
had refused to hire them at all. Employers are not devoid of feel- 
ings of compassion and do at times mix charity with business. 
Furthermore it may be to the positive advantage of an employer to 
accept a loss on the wage contract for a short time in order to avoid 
a greater loss involved in dismissing his employees. During periods 
of depression, the entrepreneur will look forward to a recovery of 
the market which will set his industry in full operation again. By 
keeping an experienced labor force together, he will avoid the con- 
siderable loss involved in hiring new workers, breaking them in to 
the routine of the plant, and training them in his methods of 
management. It may be worth his wiiile to do this even at the 
expense of paying his workers for doing nothing. These are but 
indications of the motives which may impel employers voluntarily 
to pay wages above the rate set by economic law. 

It is also possible for the workers, under certain conditions, to 
force an employer against his will to pay them more than their 
marginal worth. By threat of strike, a group of workers which holds 
a temporary monopoly on the supply of labor may compel the 
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employer to make a choice between the aiteriiati\es of paying the 
members of this group more than the value of their marginal 
product, or of suspending operations. 

If an employer could always close his plant without loss, it is not 
probable that he would ever accede to such demands. But this he 
cannot do. To suspend operations will at least wipe out his own 
wage income — the reward of his labor of management — along with 
the possibility of profits. If compelled to do so, he may pay wages 
above the marginal worth of the workers, surrendering to them a 
part of his own income up to the point where his share in the 
revenues of the enterprise has disappeared. 

Even here we do not have a final limit to the advance of wages, 
for it is conceivable that aggressive bargaining by the workers may 
raise the rate so high that the entrepreneur will not only fail to 
receive payment for his own labor but will actually operate at a 
loss. Most employers have fixed costs which will run on unchanged 
even if. they close down their plants. It is the lesser of two evils 
to run at a current loss, provided the loss is not so large as the 
total of the current fixed charges. 

This condition is of course^ self-limiting; its ultimate limit will 
be reached when the employer’s equity in the business has been 
wiped out. But it is quite possible that an employer can be made 
to bear a loss of this kind, and there are plenty of cases of employers 
wdio have been forced into bankruptcy as the result of a series of 
losses on the w^age contract. 

We see then that there are three resistance points to a rise of 
wages. The first and most important is set by marginal productivity. 
It is rarely “good business” to pay a higher rate than this, and no 
employer will do so intentionally, unless it be as a temporary ex- 
pedient in abnormal circumstances. It is also rarely good business 
for laborers to demand more, since their employment is determined 
ultimately by profitable enterprise. The second check on rising 
wages is exerted at the point wdiere the employer’s profit and wages 
of management disappear. This is the maximum limit to the range 
of bargaining, except in industries materially affected by fixed costs. 
The highest conceivable rate under any conditions is set at the 
point which causes a current operating loss equal to the loss in- 
volved in closing down the industry. 

Wages will rise above the first of these points, that determined by 
marginal productivity, only when the workers are possessed of some 
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unusual bargaining advantage. Even then such a rise o£ wages can 
appear only in isolated cases and for short-run periods. When liis 
wage cost rises to the second of our resistance points, the employer 
will soon give up the struggle. No employer will be content to tvork 
indefinitely without reward. The duration of a wage rate at a level 
between the second and third resistance points is automatically 
self-limiting by inevitable insolvency. We may safely conclude that 
advances of the wage rate above the point of the discounted mar- 
ginal product will appear only as exceptional and short-lived occur- 
rences. 

Perhaps notice should be given to a type of situation sometimes 
encountered in the business world which is often cited in refutation 
of this statement as to the temporary nature of wage rates above 
the marginal productivity level. Tightly formed and aggressive 
unions do sometimes raise their wage rates to extravagant heights 
and hold them there over considerable periods of tinw. But they 
do this by monopolizing and restricting the supply of labor. This 
raises its marginal productivity and drives up the price of the 
product on the market. The employer who pays these high rates 
does not necessarily pay more than^ the discounted value of the 
marginal product in the monopolistic situation which exists. 

Wages below marginal product. For somewhat different reasons, 
the rate of wages may under certain circumstances fall below the 
marginal product of the labor group. The belief that employers 
will be required to pay wages equal to the full economic worth 
of the hired worker rests upon the assumption that competition 
works as freely on one side of the labor market as on the other. But 
this is untrue in actual life. For wage earners obviously are not as 
a rule in position to take full advantage of competition among 
employers. To do so, they must be able to play off one employer 
against his competitors, to move about at will from one locality to 
another, to discard service in one industry and undertake employ- 
ment in a different one whenever it is to their immediate economic 
interest to do so. 

All of this requires a degree of mobility in the ranks of labor 
which the average workman does not possess and which he is pre- 
vented from acquiring by (to mention but one factor among many) 
the mere cost of transportation for himself, his family, and his 
household effects. It must be remembered that the labor market 
ordinarily requires the workman to carry his labor to the employer. 
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Perfect competition in the labor market then implies physical 
mobility among laborers, to attain which they would have to over- 
come obstacles of financial expense, ties of home and community, 
custom, tradition, sentiment. 

There seems to be no doubt that the bargaining weakness of 
certain workers has actually resulted in a w^age rate lower than their 
marginal economic worth. To bring this to pass, the local situation 
must be one in which the play of ordinary competitive forces is 
interrupted. This condition of weakened competition may enable 
employers to obtain labor for less than it is worth in terms of 
marginal productivity. Such a state of affairs, in particular situ- 
ations, may be long continued. Conditions of this kind have some- 
times been disclosed when wages have been raised by law without 
causing either unemployment or a higher price for the product. 

It would aid us to limit the range through which the wage may 
fall if we cpuld ascertain with precision lower limits to the sphere 
of bargaining comparable to the resistance points which check a 
rise of wages. In a general way two such resistance points can be 
marked out. 

The first of these is determined by the wage earners’ traditional 
standard of living. Among the skilled labor groups especially, self- 
respecting workers will reject offers of employment at rates which 
spell a degradation of their standard of life and a loss of social 
status. 

A second and ultimate lower limit is reached when the rate falls 
to the minimum of subsistence, meaning the income level neces- 
sary to support and perpetuate the laboring population. Even if 
they were content to work for less than subsistence wages, the dura- 
tion of such a wage rate would be limited by its inability to main- 
tain the supply of labor. 

Variations in wage rates; Individual variations. For purposes of 
exposition, we have thus far assumed that the workers in each 
specific line of occupation are so homogeneous that one can be 
substituted for another at will. Under this assumption all members 
of a given occupational group would receive the same rate of wages. 
All carpenters would be paid alike, all stenographers, all machinists, 
all schoolteachers, etc. Everyone knows that this is not strictly true 
in fact. The wage rate varies for different members within an 
occupational group and also for different localities. 
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Of course we are here considering not merely the money payment, 
but the real wage. It is necessary to be certain that apparent diflei- 
ences in wages are real dilierenccs. If there are wide discrepancies in 
living costs between different localities, variations in money wages 
may not measure the real incomes of the workers. If employment is 
erratic, as in seasonal industries, a high daily rate may not mean 
large annual earnings. 

Considering now the lack of uniformity in the real earnings of 
different members of the same occupational group, it is obcious 
that this fact may sometimes be due to relative difference in bar- 
gaining power such as we have discussed above. Women are habitu- 
ally paid less for the same service than men. Negro labor in the 
United States is similarly underpaid in comparison with tvhite 
labor, and the same is true of recent immigrants in comparison with 
workers who have acquired American culture and standard of liv- 
ing. These are examples oi low wages due to bargainirig weakness. 

But of chief importance in explaining lack of uniformity in the 
earnings of different membeis of the same labor group is the fact 
that no labor group is quite homogeneous in productivity. If we 
select any occupation at random, we will observe that all its mem- 
bers do not have the same productive efficiency. Noticeable differ- 
ences appear in the number of tons of coal credited to the account 
of different miners at the end of an eight-hour day. The tenders of 
machines in a cotton mill will differ somewhat in the speed with 
which they perform their operations and in their ability to sustain 
a given rate of production through the hours of the working day. 

Closer observation will show that these differences in produc- 
tivity are greater in the case of some labor groups than others. In 
the crudest forms of labor, the difference in the output of one 
member of the working force as compared with another is usually 
slight. So also with the great army of wwkers in the factories; there 
is a marked uniformity in productivity among the millions of ma- 
chine operatives in the great industries. The differences are great 
among skilled craftsmen, where native ability and training play a 
relatively large part in the mastering of the trade. And differences 
are greatest of all in the highest labor groups, the learned pro- 
fessions, and the superior grades of managers and superintendents. 

Geographical variations in wage rates. Wage rates differ not only 
for different members of a given occupational group in the same 
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place, but also between localities. To some extent, these differences 
may be attributed to the effect of the bargaining factor which we 
have discussed. For various reasons, the bargain which fixes the 
actual wage rate within the limits previously described terminates 
variously in different localities. 

Entrepreneurs are not alike in their efficiency as managers, and 
consequently different business concerns vary in. profitableness. 
Some units of a given branch of industry are equipped with better 
machinery or possessed of more favorable markets or otherwise 
favored as compared with competing units. These differences affect 
the ability of an enterprise to pay wages, and they also affect the 
aggressiveness with which the employer bargains for a saving of cost 
in the wage contract. Employers with the smallest profit and those 
operating without profit or at a loss are proverbially the most 
aggressive bargainers. 

On the other side of the labor market, differences in the character 
of the \^K)rking people, in their standards of life, in the degree to 
which they are unionized, and in other local conditions materially 
affect tlie bargaining strength of different groups of laborers. Such 
differences in local conditions jnodify the resistance points in the 
fluctuation of wages and cause local variations from the norm. 

The basic cause of local variations, however, is the fact that the 
labor market is broken up into small fragments, betw^een which the 
forces of competition either do not operate at all or operate halt- 
ingly and with much friction. While prices of commodities in 
general in different places cannot differ by more than the cost of 
transportation between these places, labor is an exception to this 
rule on account of its extreme immobility. If all the workers in a 
given occupation could and would move at will over the whole 
industrial field, local wage rates would tend toward much greater 
uniformity. But in reality each business center forms a labor market 
of its own, where the relation of supply to demand may be quite 
different from that of other centers and where consequently the 
marginal productivity of the workers will also be different. 

Local wage rates tend to vary in rough proportion to the cost 
of living; they are lower in small towns than in the metropolis, in 
southern than northern cities, in the Middle West than on the 
seaboard. This fact lends support to an erroneous theory that the 
wage rate is determined by living costs. But local differences in 
the cost of living can affect wages only through their influence 
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on the distribution of the labor supply and on the bargaining 
power of the workers. 

Self-employed workers. The foregoing law of wages was de\ eloped 
with reference to the hired worker, but its conclusions will serve to 
explain the money incomes of those who are their own employers. 

Here the typical case is complicated by the fact that the inde- 
pendent worker must almost of necessity be an owner of capital 
and to some extent a manager of enterprise. The physician, the 
lawyer, the barber — examples could be multiplied indefinitely — 
possess productive capital of one sort or another and often land 
as well; their money incomes are a mixture of rent, interest, and 
wages, no single element in the income being clearly defined in 
contrast with the rest. It is not impossible, however, to arrive at a 
rough measurement of that part of their income which is attribut- 
able to labor, by deducting allowances for capital and land at the 
market rates of interest and rent. 

In the case of independent workers, no intermediary stands be- 
tween them and the market. Their money incomes are drawn 
directly from the buyers of their products. Their incomes rise with 
a rise in the price of their product^ and fall as prices fall, tending 
to settle at any given time at points which measure the marginal 
utilities of their services to consumers. The fact that these groups 
are less homogeneous than are groups of hired workers, that there 
are, for example, relatively large differences in the productive 
efficiency of physicians, attorneys, and consulting engineers, tends 
to bring about marked variations in earnings within these groups. 

But apart from these variations in money wages, these classes of 
the laboring population constitute no real exception to the law of 
wages. The normal income of the doctor will be high or low in 
harmony with the relative scarcity or abundance of the services of 
this profession or, to use the terms of our law of wages, in harmony 
with the marginal prodimtivity of the group. So it is with other 
classes of independent workers. 

Nonbnsiness w^orkers. The more apparent exceptions to the law 
are exhibited by those groups of w^orkers whose incomes are de- 
termined in some material degree by noneconomic considerations. 
Such are those connected with charitable enterprises, members of 
religious orders, to a less degree teachers and government officials. 
There can be no direct relation between the earnings of such 
workers and the market prices of their products, for the sufficient 
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reason that the prices are not determined by market considerations. 
But even here the economic law of wages is by no means without 
effect. 

These occupations must compete for workers with opportunities 
in the general world of business and professions. The rewards of- 
fered cannot be set too far below those afforded by competing 
occupations to men and women of the same ability^ else the former 
enterprises will be unable to obtain the requisite supplies of labor. 
The periodic complaint over the dearth of teachers, ministers, sol- 
diers in the standing army, and ‘‘good” men in all branches of the 
civil service shows what happens when the wage policies of these 
noncommercial enterprises are out of line with the general eco- 
nomic conditions of the times. Making allowance for the nonma- 
terial rewards of such types of labor as w^e have been considering, 
such as prestige, security of tenure, relief from strain of competition, 
congenial su>rroundings and associates, and the like, we shall find 
that wages in these occupations show rough similarities to the rul- 
ing rates fixed by economic forces in comparable lines in the busi- 
ness world. 

Importance of discounted marginal productivity. Because of the 
complexity of the labor market, it has been necessary to introduce 
various qualifications into our law of wages in order to bring it into 
rough conformity with the facts of industry. We have recognized 
that the actual wage rate is determined by bargaining and have 
marked out the limits of the sphere within which the incidence of 
the bargain will fall. We have taken account of the existing lack 
of uniformity in the wage rate for members of a given occupational 
group and have accounted for this by referring to differences in bar- 
gaining power and especially to differences in individual produc- 
tivity. We have also noted local variations in wage rates for a given 
type of labor and have shown that these result from local differ- 
ences in relative bargaining power and especially from maladjust- 
ment in the labor supply. 

But this recognition of complicating factors must not be per- 
mitted to obscure the essential truth embodied in the economic 
law of wages. The wage bargain revolves around the point of dis- 
counted marginal productivity as a norm; actual wage rates cannot 
long persist above this point, and all the developmental tendencies 
in our society wwk against their falling far below this point, or 
remaining for long below it. Homogeneity of labor groups is pro- 
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mo ted by various tendencies which we shall consider further on: 
other forces are broadening the scope of the labor market and pro- 
moting a more even adjustment of the local supply of labor to the 
demand for it. 

We may conclude that no alterations in the method and pro- 
cedure of the labor market can materially affect the fact that the 
laboring class, in a society founded on private property and indi- 
vidual enterprise, will normally receive wages approximating the 
value of the specific contribution of this class to society's income. 
If the laborers are members of groups whose individuals ha%^e much 
the same rate of productivity, the value of each man's contribution 
will be equated, through the principle of substitution, to that of the 
marginal man in the group. If they must receive their share of the 
social income before the sale of their product, their money incomes 
will be reduced by the discount process through which present and 
future values are equated. Upon these valid principles rests the 
economic law of general money wages, the law of the discounted 
marginal product of labor. 

Wages and the contrast of social classes. The greatest differences 
in wages which we observe in actual life mark the contrast in the 
economic positions of the several non-competing social classes; e.g., 
the class of unskilled manual laborers and that of the executives, 
the managers, the self-employed entrepreneurs. These great in- 
equalities do not measure the irksomeness of the task performed, 
for often the man who does the most exhausting and unpleasant 
work is more poorly paid than any other. Nor do they indicate the 
relative social importance of the type of w’ork as such. It is quite 
impossible to say whether the managerial function as such is more 
important than manual labor; both are indispensable. 

What the inequalities do measure is the relative marginal pro- 
ductivity of the social groups in question, and this in turn is a 
function of the relative plenty or scarcity of numbers in the group. 
The underlying reason for these inequalities is that men cannot 
transfer at will from the overcrowded to the less crowded social 
classes; or, to state it othenvise, that the members of these diverse 
classes do not compete across class lines. 

Speaking broadly, there are two contrasting explanations offered 
for the persistence of social stratification through the ages. There 
is the belief that conditions of birth and the heritage from his 
ancestors determine the rank which a man will take among his £el- 
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low men. Those in the humblest station are predestined at birth to 
occupy this position in the lowest income group. Those who rise to 
higher levels do so by virtue of inborn characteristics which can 
neither be produced intentionally nor balked of their reward when 
present. With these writers heredity is the controlling factor in the 
destiny of men; the present stratification of society is a natural 
order determined by nature’s laws. 

In contrast with this view stand the environmentalists, who 
assert that man’s social destiny is determined after birth by the 
forces which play upon his plastic consciousness during his early 
years. In their opinion the children of the lowest group of wage 
earners fail to rise above their fathers’ station in life because of the 
effects of the unfavorable environment of their childhood. Able 
men, so this view goes, are born in about equal proportions in all 
ranks of society, but those in the lowest ranks are denied oppor- 
tunities for jelf-development, opportunities which are enjoyed by 
the children of the rich, regardless of intrinsic merit. 

For the student of society the chief significance of this search for 
the basic cause of social stratification is its bearing on the possi- 
bility of reform. It may well be that the stability of the social order, 
to say nothing of the welfare and happiness of the average human 
being, would be improved if the conditions of life within the social 
system were more nearly uniform. The individual who would like 
to see some action taken toward this end will find that his attitude 
toward the possibility of reducing these contrasts through con- 
scious social effort will rest upon his acceptance of one or the other 
of the theories of social stratification discussed in the preceding 
paragraphs. 

Labor’s share of the social income. The law of proportionality. 
Assuming that men continue to live and work in a society like our 
own, what prospect is there that labor, either in its entirety or 
within a given labor class, can increase its share of the social in- 
come? For society as a whole, improvement in real income can be 
due only to some general development affecting the physical pro- 
ductiveness of society’s economic system. But it does not necessarily 
follow that an increase in the total income of society will be evenly 
spread over the several shares in distribution. It is quite possible 
that the forces which bring about increased general prosperity may 
so operate as either to increase or decrease the fraction of the whole 
which goes to labor, as well as the average real wage rate. 
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Our analysis of diminishing returns, applicable alike to rent, 
interest, and wages, brings to light a principle of uni\’ersai truth 
with regard to the relative economic prosperity of the different in- 
come receivers in society. This principle may be formulated as fol- 
lows: Any soda! change which reduces the ratio which one factor or 
combination of factors bears to those cooperating with it will tend 
to raise the average income of that factor or combmation of factors 
as compared with the others. If population increases faster than 
land and capital, real wage rates tend to fall in proportion to rates 
of interest and rent. If capital accumulates faster than the increase 
in population and natural resources, rates of wages and rent tend to 
rise in proportion to the rate of interest. If the available supply 
of land and natural agents expands out of proportion to labor and 
capital, the unit rent income tends to shrink as compared with 
wages and interest. This generalization is called the law of propor- 
tionality. 

Applying this principle to the economic welfare of the, laboring 
population, it will be seen that average wages per worker, as a 
share of the whole income, will be increased by any development 
w^hich expands the social income by increasing the quantity of pro- 
ductive factors other than labor. 

The principle is applicable not only to changes in a factor of 
production taken as a whole in relation to the other factors, but 
also to changes of balance among the subgroups of a given factor. 
If within the labor supply, for example, managerial labor increases 
in quantity while other types of labor do not keep pace with it, the 
average real income of the one wdll tend to fall proportionately 
to that of the others. 

This feature of our exchange economy has far-reaching effects 
which are not always favorable to general social welfare. It means 
that it is often to the immediate economic advantage of each sep- 
arate labor group to restrict its membership and raise the value 
of its marginal product. When the 'workers in a given occupation 
ax'e organized into trade unions and are able to prevent those who 
are not union members from engaging in the occupation, they are 
tempted to adopt restrictive practices which artificially limit their 
numbers and, in an equally artificial manner, increase the num- 
bers in other lines of activity. This wdli raise their marginal produc- 
tivity, make their product relatively scarce as compared with other 
products, and increase their average real wages. 
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Much the same result id obtained if the group in question adopts 
“make work” policies whi'di set a limit to the output of the average 
man in a given time. In other words, the arrangements of our 
social order make it possible for specific labor groups to benefit 
themselves by working positive injury on society as a whole. 


EXERCISES 

1. The annual income realised by an automobile repair'shop with differ- 
ent numbers of mechanics employed would be as follows: 


Mechanics 

4 

5 

6 

7 

8 
9 


Income 

S45,200 

51.000 

55.200 
58,100 

60.000 

61.200 


How man^mechaiiics would be employed at a wage rate of |150 per 
month? 

2. Men's 'shoes are sold in a retail store at a gross profit or markup of 
§1.00 per pair. The salaries of salesmen are |160 per month. Assume 
that the following relationship exists between number of salesmen 
employed and monthly volume of sales: 

Number of Volume of 

salesmen sales 


1 

2 

3 

4 

5 

6 


480 pairs 
880 
1,200 
1,440 
1,600 
1,680 


(a) Determine the margiiial cost per unit of sales when different num- 
bers of salesmen are employed, 

(b) How many salesmen would be employed and what would be the 
volume of sales? 
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Profits 

Nature of profits. ''Profits” is one oi the commonplace expressions 
of everyday speech; yet it is rarely given a fixed or definite meaning. 
Like many other technical terms o£ economics, it requires careful 
definition in order to avoid confusion of thought. As used in eco- 
nomics, the term denotes a type of income distinct from the other 
types which have been consideied in the preceding study of func- 
tional distribution; f.c., a share of the social income separate iroin 
rent, wages, and interest. It is our problem no%v to'*'identify and 
define this particular category of income and to consider the forces 
wliich account for its existence and determine its amount. 

The accountant’s profit statement. As a point of departure, let us 
place ourselves in the position of 2 typical businessman recording 
the results of his year’s activities. Let us suppose that he is a retail 
coal-dealer; that he leases all the land and borrows ali the capital 
employed in his business; and that, instead of managing the busi- 
ness himself, he employs a manager. The following account records 
in round numbers the income and outgo of the business for a cer- 
tain year. 

PROFIT AND LOSS STATEMENT, 1947 

Net sales 

Cost of goods sold 
Selling and administrative expense 
Total costs of operation 
Net operating profit 
Other income (none) 

Other expense 
Rent 
Interest 
Net profit 

This account will suffice to indicate the essential nature of profits. 
It will be noted that the accountant uses the term “profit/’ with ap- 
propriate qualifying terms, in at least two senses. The net results of 

441 


$ 100,000 

$75,000 

20,000 

95,000 
$ 5,000 


$ 1,000 

2,000 $ 3,000 

$ 2,000 
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the business as an operating entity are shown by the item, “net 
operating profit/' But against this we must recognize the fact that 
this business required that certain land and capital be devoted ex- 
clusively to its uses, thereby being withdrawn from other possible 
remunerative employment. The use of these factors could not have 
been obtained except by agreeing to pay their owners economic 
rent and interest respectively. And it is only after deducting these 
payments that we arrive at the true net earnings which go to the 
owner of the business as such. The accountant calls this “net 
profit/' and this is true profits in the economic sense. 

Implicit rent, interest, and wages of management. Let us now 
take another retail coal business, precisely like the one we have 
considered, except that the land and capital belong to the owner 
and the owner manages the business himself, adding the further 
assumption that the manager's salary in the first enterprise was 
15,000. In this case, since the owner has no payments to make for 
interest, rent, or manager's salary, it might appear that his profit 
and loss statement should read thus: 


Net sales 

Cost of goods sold 
Selling and administrative expense 
Total costs of operation 
Net operating profit 


$75,000 

15,000 


$100,000 


90,000 

$ 10,000 


In harmony with popular usage, which assumes that profits are 
what is left to the owner out of his business after deduction of pay- 
ments for costs, the layman might regard this f 10,000 as the 
“profits" of the year's business. But in our search for the true profit, 
we need to remember that the land site owned by this coal-dealer 
could have been rented, had he so chosen, to another entrepreneur 
for 1 1,000 a year, and that the capital funds, which he had tem- 
porarily tied up in buildings and other capital instruments (trucks, 
shovels, coal chutes, etc.) and a stock of coal, might have been in- 
vested so as to yield him interest to the amount of $2,000 per year. 
Let us also recognize that the coal-dealer himself, instead of de- 
voting his time to this particular enterprise, might have hired him- 
self out to another coal company at an annual salary, let us say, 
of $5,000. In view of these considerations the economist insists that 
this particular enterprise has not really brought in a profit of 
$10,000. 
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From this net operating profit of $10,000 there must be deducted 
the rent, interest, and owner’s salary, ail three of which could ha\e 
been obtained by the owner had he not gone into the coal business 
for himself. Only the remainder, S2,000, can be said to have come to 
him on account of the business. This is the true profit. We thus 
reach the general conclusion that, in economic analysis and in all 
accurate accounting, before true profits emerge, due allowance must 
be made, not only for explicit costs (payments to nonowners), but 
also for the implicit rent, interest, and wages of management where 
these costs are not represented by payments to others. 

Definition of profits. W^e have now arrived at a clear and exact 
concept of profits and are in position to formulate a definition. 
Profits are the net income of a business, or the difference between 
the income and the costs, the costs including rent, interest, and 
wages of management, whether explicit or iinplicit. We must note 
that profits are essentially variable and uncertain. In^any gi\e!i en- 
terprise, they may be large one year and small the next. Costs may 
exactly equal income, in which case profits are zero, or may e\'en 
exceed income, resulting in losses instead of profits. We shall find 
it an aid to our analysis to regard Josses as negative profits, which 
makes it possible to say that profits are always obtained by sub- 
tracting costs from income, even though the former be the greater 
and the result therefore a negative quantity. 

Profits a residual income. A rather common error comes from 
thinking of profits simply as one of the “shares” of the gross income 
of business, on a par with wages, rent, and interest. That this is an 
error appears as soon as tve ask: 4Vho pays profits to the business- 
man or the corporation? Of course the answer is that nobody pays 
profits to anyone. 

Let us consider a man starting a grocery store. We may suppose 
that he borrows money with which to buy a building, furnishings, 
stock in trade, etc., and for working capital, agreeing to pay interest 
at a stated rate to the lender. Or we may assume that he uses land 
and buildings belonging to someone else, in which case he agrees to 
pay rent to the landlord. He hires salesmen and office help, agree- 
ing in advance to pay w^ages to each at a certain rate. 

As time goes on our storekeeper keeps up payments at the agreed 
rates to his hired help and to those from whom he has borrowed 
capital or rented land, buildings, or equipment. No one, however, 
is currently paying him for his own labor, or for the use of any cap- 



PROFITS 


444 

ital or land of his own which may be devoted to the business, or 
for his special entrepreneurial services of planning and organizing. 

The entrepreneur’s reward comes only as the financial results of 
the business emerge. If after paying from the gross receipts the 
wages, interest, and rent due to others, he has something left over, 
that is his net income. If the gross receipts are not enough to pay 
these costs, he suffers loss. Profits (and losses) are t}ie end result of 
the enterprise, a contingent reward, depending on the degree of suc- 
cess of the business. 

Capitalists, landlords, and laborers are induced to perform their 
respective parts in production by the advance offer of interest, rent, 
or wages, at certain rates. For the entrepreneur, on the other hand, 
there is no such thing as a “normal rate” of profits, or even any 
“rate” of profits at ail, except as a historical record or estimate of 
the ratio of past profits to capital invested or some other base. "WTiat 
leads the entrepreneur to perform his function is, strictly speaking, 
not promts but the chance of profits. 

Business risks. The distinguishing feature of profits as a func- 
tional share in distribution is that they arise out of the uncertainties 
of modern business. Business risks may be roughly classified in two 
main groups: (1) those which are incidents in routine business 
operations, and (2) those which arise out of dynamic changes in the 
general structure of industry and society. The former concern in- 
dividual enterprises within an industrial field; the latter exert their 
effects upon industries in their entirety. 

Ordinary business risks, in so far as they become foreknown, lose 
their uncertainty and can be handled as costs. The development of 
the practice of insurance makes this clear. When it is discovered 
that a given risk is insurable, the losses which it entails are appor- 
tioned among those affected by it. Payment for insurance then be- 
comes one of the normal and calculable costs of doing business and 
plays its part in determining market prices. 

But not all of the routine risks of business are thus amenable 
to insurance, and in addition there are the more important uncer- 
tainties, generally uninsurable, which are attendant upon growth, 
change, or decay in industry or society at large — changes in indus- 
trial processes over short and long periods, changes in the nature 
and range of human wants, changes in the availability of natural 
productive agents. 
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The risk-bearing function. The vast maiority of us take no 
thought about these matters. The work of anticipating future needs, 
discounting future hazards, making timely adjustments to forth- 
coming alterations in the conditions of economic life is left to a 
self-constituted body of men who possess the rec|uisile foresight, 
courage, and energy. We may call these men the risk-bearers if we 
are careful to keep in mind the broad implications of the term; 
but their major social function is that of guiding and directing the 
course of economic development. Those who draw profits from the 
anticipation of future costs and income are performing a good deal 
broader function than mere risk-bearing, as that term is ordinarily 
used. It would be more illuminating of their real function in 
society to say that they capitalize their prevision of the future. 

Consider, for example, the function ol underwriting netv ven- 
tures, wdiich is discharged by the investment banks. When they 
believe that timely provision of capital equipment alo]^ novel lines 
promises lucrative returns in the future, these banks guarantee to 
provide the necessary supplies of present funds, partly out of their 
own resources, partly by inducing others to take a share in the ven- 
ture. Through their efforts, capital instruments are constructed and 
assembled, managerial and manual fabor is organized, the different 
parts of a productive establishment are brought into cooperation 
with each other. If the forecast is correct, this productive unit will 
be equipped and ready for service at the time it is needed. The 
bankers may then withdraw and surrender the actual ownership 
and management of the new enterprise to others. But they will 
have capitalized the opportunity for profit by retaining for them- 
selves shares of stock in the enterprise, whose dividends absorb a 
large part of the pure profit which accrues. 

The process we have just described is known in the business 
world as promoting new industries. Prolessional promoters, called 
into existence by the dynamic character of modern industry, devote 
their wdiole energy to forecasting the currents of change at work 
and to placing themselves in position to profit from the sale of goods 
and services by an excess of future income o\'er the expenditures, 
entailed in costs of production. A new railroad is built across a 
stretch of sparsely settled prairie at a cost of scores of millions. Its 
promoters are predicting a thickening of population in the region, 
a shifting of the geographical location of industry, a new relation 
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between producing and consuming markets. I£ these changes occur, 
the promoters will have rendered society a service by providing 
capital instruments of immense worth in the new setting, and they 
will profit accordingly. 

Another foresees that the need of a great nation for meat prod- 
ucts cannot long be satisfied piecemeal from local sources of supply. 
He constructs a plant for the curing and preserving of meats, per- 
fects the technical processes, elaborates the buying and selling 
mechanism, and profits with the coming of the conditions which he 
has foreseen. Illustrations of the promoter’s activity could be multi- 
plied indefinitely. 

But we must not allow the glamour of '‘big business” or the spec- 
tacular risks borne by the great promoters to obscure the fact that 
the service of which we have been speaking and the profit which is 
its recompense are involved in the most commonplace and picayune 
of business operations. The little corner store which appears in the 
midst of a straggling suburban settlement signifies someone’s faith 
in his foresight; it may be wiped out by a shifting of industries, or 
a change in transportation; it may flourish on an increasing need 
for the services of a middleman in the little community. Every in- 
dependent entrepreneur who eftibarks on a new line of productive 
service, or adds to the existing facilities in the older lines, is to 
some extent relying on his prevision of future events. Success will 
bring him excess of income over and above the necessary payments 
for his labor of management; failure will deny him this excess of 
income and may sweep away both the reward for his labor and his 
entire investment of capital. 

Actual profits and losses. Of the actual existence of profits as a 
type of social income, there is ample evidence. During the twenty- 
year period between 1901 and 1922, the United States Steel Cor- 
poration accumulated surpluses of over three quarters of a billion 
dollars in addition to dividends paid to stockholders. In one ten- 
year period, the Standard Oil Company of New Jersey paid annual 
dividends of 20 per cent to its common stockholders and accumu- 
lated several hundred millions out of earnings. Henry Ford began 
his manufacture of motor cars with an investment of |49,000, and 
within twenty years had reinvested earnings amounting to nearly 
half a billion dollars. These earnings were by no means all profits, 
since they must be assumed to include interest on the capital in- 
vested. But even though no precise segregation is possible, there 
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can be no doubt that ver) large profits were earned by these com- 
panies. 

Such spectacular examples, however, should not be allowed to 
stand alone. The other side of the picture discloses an impressive 
record of losses, or negative profits. 

The records show that every year, even in times of business pros- 
perity, many thousand corporations have no net income out of 
which to pay dividends. The following table, compiled from reports 
of the United States Treasury Department, uses the term '‘net in- 
come” in the sense of income subject to federal tax. Corporations 
with no such net income obviously had negative profits in the years 
given. 

CORPORATIONS WITH AND WITHOUT NET INCOME^ 


Year 

W^itb net income 

Without net inc 

1909 

20 pel cent 

80 per cent 

1913 

60 

40 

1917 

66 

34 

1921 

48 

52 

1925 

59 

41 

1929 

53 

37 

1931 

34 

55 

1933 

22 

67 

1939 

39 

52 

1941 

52 

40 


^Before 1926, the Treasury’s figures for corporations without net income in- 
cluded inactive concerns. These were excluded after 1926; hence, after that date, 
the percentages do not add up to 100. 


The years given in the table have been selected to include both 
good times and bad. The years 1917 and 1929, for example, were 
characterized by exceptional business prosperity; yet in those years 
about a third of the corporations failed to earn enough to pay in- 
terest on capital invested by the stockholders, to say nothing of pure 
profit. In times of business depression, for example, 1921 and 1933, 
the cases of corporations without net income are multiplied. In the 
latter year two-thirds of all corporations had no net income. 

Negative profits are shown most strikingly when a business enter- 
prise fails — i.e,, goes into bankruptcy. During the period 1900 to 
1939, the number of failures averaged 16,000. In 1922 there were 
23,676 failures, with total liabilities of 625 million dollars; in 1932 
the number of failures was 31,822, and total liabilities 928 millions. 
In addition to the enterprises that go bankrupt, many others each 
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year are so discouraged by their inability to earn a profit that they 
wind up their affairs and withdraw from business. During the pe- 
riod 1900 to 1939, such annual withdrawals averaged 360,000 or 
about one-fifth of ail business concerns. The record since 1939, both 
for withdrawals and failures, is given in the following table. 


BUSINESS WITHDRAWALS AND FAILURES^ 


Year 

Withdrawals 

Failures 

1939 

349,000 

15,000 

1940 

337,000 

14,000 

1941 

329,000 

12,000 

1942 

307,000 

9,000 

1943 

296,000 

3,000 

1944 

352,000 

1,000 

1945 

255,000 

1,000 


That the risk element in business enterprise is not limited to 
especially hazardous businesses, but pervades the entire system, is 
shown by startling reverses of fortune which affect the entire indus- 
trial world. As an index to this situation, we may take the aggregate 
net income accruing to all corporations when losses have been sub- 
tracted. In 1918 this aggregate net income was Si/o billion dollars; 
in 1921, barely more than 1 billion. Rising to 12 billions in 1929, 
aggregate net income fell to 4% billions in 1930, and in the next 
three years there w’^ere net losses, reaching 3,829 billions in 1932. 
Aggregate net income was 7% billions in 1937, 4 billions in 1938, 
a little over 7 billions in 1939, and 23 billions in 1942 (this year 
showing the effect of war activity). We have to remember that these 
figures do not represent what the corporations had at their disposal, 
since federal taxes have still to come out. In 1942, for example, 
the federal taxes took over half, f.e., 12i/4 billions. 

The historical “rate'" of profits. A statement issued in 1945 by the 
United States Treasury Department makes it possible to relate 
profits to the capital invested in business. 

In the year 1937, the combined net profit of 416,902 corporations 
which submitted balance sheets with their tax returns w^as 7,777 
million dollars. This was at the rate of 5.8 per cent on the stock- 
holders’ investment (net worth at end of year). In the three years, 
1931 to 1933, as we have seen, the combined result of the business 
activities of all these corporations was a net loss. Averaging the 

^ National Industrial Conference Board, The Economic Almanac for 1946-47 . New 
York; the Board, 1946, p. 105. 
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nine years for which these figures are available, 193 1-9 inclusive, 
ive have an annual net profit for these corporations (averaging some 
405,000 in number) of only a little over 21/0 per cent on the stock- 
holders’ investment. 

We must always remember, however, that these figures and the 
others we have been using deal with net income and not w4t!i 
profits as such. Even when a corporation ends the year with a net 
income, this fact alone does not demonstrate the existence of pure 
profits after normal interest on invested capital has been allowed. 
Thus if we recognize that 21/2 per cent is at best only a moderate 
rate of interest, it appears that during the period 1931 to 1939 the 
stockholders of American business corporations as a whole scarcely 
recovered interest on their investment, with little or nothing to 
show^ in the way of profits. 

Profits represent also only a small part of total corporation re- 
ceipts. Official reports of the United States Bureau of Internal Rev- 
enue show that, for the twenty-six vears, 1916 to 194irthe total net 
income less deficit of ail the corporations reporting to the Commis- 
sioner of Internal Revenue averaged only 4.5 per cent of their com- 
bined gross income. Only in the war years, 1916 to 1919, did the per- 
centage ever go as high as 6 per cent. Gross income is not precisely 
the same as income from sale of goods and services, but it is close 
enough to warrant the conclusion that over the years not more 
than 6 cents out of the consumers’ average dollar goes to profits. 

Profits tend to be short-lived. Pure profit, when it does arise, 
tends to be a temporary income. The forces of competition work 
incessantly toward a readjustment of prices wffiich wnll wipe out 
the margin of income above costs. Chance gains resulting from 
lucky ventures or the caprice of fortune are by nature limited in 
duration to the continuance of the special events which have pro- 
duced them. Special devices or methods of management, by which 
individual businessmen avoid loss from routine business hazards, 
become known to the trade in general and lead to an adjustment 
of prices. Even the larger flows of profits resulting from far-reaching 
changes in industry are of limited duration. A new invention wdll 
bestow profits on its first possessor by reducing his costs below 
those of his competitors. But when it becomes the common prop- 
erty of the trade, all costs will fall and the maladjustment will dis- 
appear. 

The long-run effect of improvements in machine equipment and 
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in processes of manufacture is not to expand the profit income, but, 
to increase the real incomes of all groups in society. Even the fore- 
runners in new fields of industry, who are the chief profit makers 
in the business world, are not long exempt from competition. 
Those firstconiers may withdraw with large amounts of capitalized 
profits before the leveling tendency of competition has brought 
prices and costs into adjustment, but the industry as a whole soon 
ceases to be a source of profit to those who exploit^ it. 

Profits not a price determinant. Pure profit is not one of the 
price-determining costs of production. This income may not exist 
as a positive quantity for industry as a whole over a term of years. 
The service of the profit maker is induced by the chance of re- 
ceiving the reward, not by the certainty of it. In any hazardous un- 
dertaking, it is the anticipation of the reward which induces the 
efforts of the competitors. In athletic contests, a winner’s prize need 
be given to but one of the contestants. It is doubtless true that the 
service for which pure profit is the reward would not be rendered 
if none of the entrepreneurs were able to make a profit. But by 
holding forth chances of gain to individuals, society is supplied with 
the risk-bearing service of the entrepreneurs as a class without 
guaranteeing a reward for thi5 service in any particular case. 

Recalling again that we speak only of competitive industry, the 
following statement, analogous to the case of economic rent, can be 
made: Prices are not high because profits exist; but profits exist 
because for other reasons sale prices are sometimes higher than 
costs. 

Criticism of the profit system. Yet it is probably true that no 
feature of the capitalistic order of society has been subjected to 
more aggressive criticism from the advocates of social reconstruction 
than that of the profit incentive. The more superficial of these crit- 
icisms are aimed at the size of the profit income. It is carelessly 
assumed that the profit income, both as a whole and in individual 
cases, is so large as to create great and unjust inequalities in the 
economic conditions of the different social classes. That this income 
is large in certain individual cases we have had occasion to note. 
But the customary indictment of the profit income on the score of 
its size fails to take adequate account of the burden of losses borne 
by the same social class which is the recipient of profit. As we have 
seen, the total of profits is a very moderate sum in relation to total 
investment or total sales. 
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The more weighty criticisms of the profit system, however, are 
concerned, not with the size of the income, but with the preroga- 
tives and powers of the profit-getting class. The receipt of profits is 
associated with ownership and control. This ownership draws a line 
of division between the profit-getter and the worker, which places 
the latter under the direction of the former, and without giving h im 
a share in control, renders him liable to injury through mistakes 
in judgment on the part of the owner or his representatives. 

This allocation of power, however, is inevitable in the present 
system. The risk-bearer must be the commanding officer of busi- 
ness enterprise, else he is powerless to perform his function. Fore- 
sight divorced from power can have no practical influence over the 
adjustment of the industrial structure to changing conditions. 

In connection with our study of the other shares of distribution — 
rent, interest, and wages — ^we found that certain features of these 
institutions of our society gave rise to organized uiovements for 
change. Criticisms of the profit system provide additional stimulus 
to these movements. In a later chapter we shall examine in detail 
the programs of reconstruction to which these criticisms have given 
rise. 

EXERCfSES 

1. Mr. X formerly was employed as department head of a manufacturing 
enterprise at a salary of $6,000 per year. He had $20,000 of savings 
invested in bonds which yielded him 5 per cent interest. He resigned 
his position and set up an enterprise of his own, investing his savings 
in the new enterprise. At the end of the first year, his net income from 
the business amounted to $6,200. 

(a) What were his pure profits? Explain. 

(b) If his net income continued at this rate for ten years, would it be 
worthwhile for him to continue in this enterprise? Explain. 

(c) If this rate of return were typical of earnings oi the industry as a 
whole, what would be the trend of future development in the 
industry? Why? 

2. Suppose that Mr. X in the following year receives a net income from 
the enterprise of $10,000. 

(a) What now are his pure profits? Explain. 

(b) If this rate of return %vere typical of earnings of the industry as a 
whole, what would be the trend of future development in the 
industry? Why? 

B. A new type of machine costs $1,000 and yields an annua! net return 
of $120 on the investment. If the prevailing rate of interest is 5 per 
cent, what amount of pure profits will result from the use of the ma- 
chine? Under conditions of competition, will the income from the new 
machine tend ultimately to be equalized with the income from other 
machinery? How? 



CHAPTER XXIV 


Government. Public Income. Taxation 

Government’s place in the economy. Far back in the obscure be- 
ginnings of human existence — ^whatever and wherever they may 
have been — there was the beginning of government. The human 
race has always been socially inclined, living its life not as isolated 
individuals, but in organized groups: families, tribes, clans, towns, 
and nations. 

For such organized existence, there had to be authority. The 
philosophical^oncept of anarchy — no government — is in practice 
nowhere Xo be found, nor was it ever to be found so far as history 
records. So intimately is government related to every branch of the 
economic life of a people, that the student of economics is com- 
pelled to take cognizance of government as an essential feature of 
any economic system. 

At different epochs in the history of mankind, various forms of 
government have appeared, passed across the stage, and made their 
exit. At the present time, many kinds of government are to be found 
in different parts of the world, from the rule of the tribal chief or 
medicine man or the soviet rule of Russia to the representative 
government of the United States. 

In harmony with the purpose of this book, our interest is chiefly 
in that kind of government which goes with a free economy. Such 
an economy requires on the one hand that the essential functions 
of government be provided, and at the same time that the govern- 
ment’s powders and actions be held within strict limits. 

For example, the American nation was established following a 
successful revolution against governmental interference with the 
economic aspirations and activities of a freedom-loving people. 
During the Revolution, and for a few years thereafter under the 
Articles of Confederation, the American people suffered because 
their national government lacked sufficient power to perform its 
essential functions. They soon came to realize that their progress 
in the production of wealth by exploiting their fabulous heritage of 
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natural resources was being retarded for lack of the cooperation of 
an adec|uate national government. So, in 1789, they adopted the 
Constitution of the United States, which made provision for a 
national government with powers adequate for the performance of 
its essential economic functions. 

But these early Americans were at the same time very fearful of 
too much government, and a large part of the Constitution is de- 
\oted to restrictions upon the powers of their new government and 
“checks and balances” to prevent the assumption of excessive au- 
thority. Later the Bill of Rights was added, consisting chiefly of a 
series of limitations upon the national government in the interest 
of personal freedom. 

American political organization. Whereas in most countries the 
national government is the sole fountainhead of sovereign ]>ower, 
the United States is a federation, in which sovereignty is divided 
between the national government and the several sTates. We arc 
accustomed to speak of three grades of government: (1) nalional or 
federal, (2) state, and (3) local. 

The federal government was formed in 1789, after the people had 
adopted the Constitution of the United States. Before that there 
had been thirteen states, which had just won their independence 
from Great Britain and which were therefore separate sovereign 
powers. These independent states voluntarily surrendered some of 
their sovereignty in order to form the national government, which 
has only such powers as are to be found either granted to it in the 
Constitution of the United States or implied as corollaries of the 
powers so granted. 

The states, increased now to forty-eight in number, are the orig- 
inal and residual possessors of sovereignty, having all sovereign 
powers except such as have been granted to the national govern- 
ment. The third grade of government has no sovereignty, but con- 
sists of administrative units, counties, towns or townships, cities, 
boroughs, school districts, road districts, fire districts, irrigation dis- 
tricts, etc. These units, created by the states, hold only powers which 
have been granted them by their respective states and which may 
be taken away at the state’s wiil.^ 

1 The term “government” is used in this book to include all grades of govern- 
ment of any particular community: for example, in the United States of Amer- 
ica, the federal government, the state go\ernments, and the governments of 
counties, towns or townships, cities, school di'-tnets, and ail other political 
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The foregoing summary of the political organization of the 
United States very probably contains nothing that is new to the 
reader. It is merely a reminder of facts which are vital to the sub- 
ject we are about to study. 

The functions of government. In the current controversies over 
the character of government and the scope of its activities, there is 
some danger that we may overlook the ordinary eve> 7 day operations 
of government. It may be well, therefore, to summarize briefly here 
what we may conveniently call the primary functions of govern- 
ment. These include (1) those of a protective nature: defense against 
outside foes, requiring army, navy, etc.; justice and security, af- 
forded by police service, courts, and penal institutions; regulation 
of private industry, in particular monopolistic industries, like the 
railroads, and those which are so complicated as to be only imper- 
fectly understood by the public, such as the banks and insurance 
companies; fTrotection against disease and accident; maintenance of 
moral standards; and protection against fire, storms at sea, and cer- 
tain other forces of nature. Then (2) there are the developmental 
functions: education; religion; facilities for private industry, espe- 
cially highways and bridges, harbors, the monetary system, informa- 
tion services, etc.; and development and conservation of the nation’s 
natural resources. 

In addition to the foregoing, which are peculiarly governmental 
functions in modern times, government may enter the industrial 
field, where private enterprise generally holds sway, and we may 
then have a considerable variety of government industries. 

Government income and costs. To meet the heavy expenditures 
necessitated by the performance of its functions, the modern gov- 
ernment must have an equally large income. In modern times there 
are just four important sources from which government income is to 
be obtained, and these now demand our study. They are (1) indus- 
trial earnings (prices), (2) taxes, (3) fees and assessments, and (4) 
loans. 

The first three of these are called revenues, meaning receipts, in 
money or its equivalent, which increase the government’s assets 
without increasing its liabilities, or decrease the liabilities without 
decreasing the assets. They are thus distinguished from loans, which 

jurisdictions. It is rather common in popular speaking and writing to refer to 
the United States federal government as *The government” in distinction from 
the states and the local jurisdictions. The term is not so used in this book. 
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are receipts that cause an equal increase in the government’s lia- 
bilities. 

Revenues correspond to cosfs^ which are government payments, in 
money or its equivalent, which decrease the government’s assets 
without decreasing its liabilities. 

When revenues equal costs, the government is paying its way 
or balancing its. budget. When revenues are less than costs, there is 
a deficit, and sooner or later resort must be had to borrowing. When 
revenues exceed costs, there is a surplus. 

Financing government industry. When a government engages in 
a business enterprise, such as the United States Post Office or the 
water supply system of a city, it sells its product (goods or service) 
at a definite price to the consuming public, much as any private 
business concern does. The citizen may take the offered service or 
not as he wishes, and if he does not take it he makes no payment. 
Payment is voluntary and in proportion to the amoum of the serv- 
ice received. For example, the government offers, through the post 
office, to transmit letters and parcels. If the citizen chooses to take 
advantage of this service he pays the stated price; otherwise he pays 
nothing to the post office. In these ^respects, government industry 
is similar to private business. 

Financing the primary functions of government; General rule. 
If now we transfer our attention from the industrial undertakings 
of government to its primary functions, we shall find certain funda- 
mental differences in their financing. The primary functions are 
undertaken by the government in order to benefit the people as 
a whole, without the purpose of giving benefit to particular in- 
dividuals. For example, the state and local governments of the 
United States provide public schools and universities at great ex- 
pense, not primarily in order to benefit those persons who want an 
education for themselves or their children, but because it is com- 
monly believed that a prosperous and enduring democracy is not 
possible unless there is widespread education among the people. 
Education is provided therefore to benefit the whole people, not for 
the sake of those particular individuals who attend the public 
schools. 

No attempt therefore is made to pay the cost of education by 
charging a price and so collecting from each citizen in proportion 
to the benefit he has received. The government does not sell educa- 
tion as it sells postal service; education is offered freely to all. The 
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burden of furnishing the money necessary to pay the cost of public 
education is distributed among the people according to certain 
rules, which we shall presently study; but theie is no necessary rela- 
tion between the amount of any person’s contribution and the 
service recci\'ed by him, nor may any person avoid contributing by 
declining to avail himself of the government’s service. Contribution 
is compulsory. 

Education illustrates the general rule followed in financing the 
primary functions. No attempt is ordinarily made to obtain, in con- 
nection with each function, a revenue earmarked to meet the ex- 
penditures of that particular function. 

Taxes. The foregoing analysis of the purpose of the government’s 
];rimary functions and the financial contrast between such functions 
and the government’s industrial undertakings has introduced the 
ju'incipal characteristics of taxation: namely, (1) compulsion, (2) 
devotion to Tiie general welfare; and (3) apportionment without 
reference to individual benefit. It will be found helpful to have a 
precise definition of a tax, and the following one will serve our 
purpose: A tax is a compulsory payment by a person to the gov- 
ernment^ destined to defray the cost of government sewices per- 
formed for the common benefit, and paid without reference to 
individual benefit. It is upon taxes that modern governments 
principally rely for obtaining the money necessary to defray the cost 
of performing their primary functions, and taxes make up the bulk 
of the revenue of most modern governments. 

Fees. The primary functions of government are performed, as 
has been shown, for the common benefit. Nevertheless, it often hap- 
pens that, in performing its primary functions, the government in- 
cidentally gives special benefits to particular individuals. 

Consider, for example, the granting of patents for inventions. 
The purpose of this service of government is not to give a special 
benefit to the inventor; if such were its pui-pose it would be a case 
of favoritism, repugnant to the spirit at least of democratic govern- 
ment. The real purpose of the patent is to promote the public wel- 
fare by encouraging the discovery and disclosure of useful new 
devices and by offering inducement to capitalists and entrepreneurs 
to develop and market them. It is for this reason that the inventor 
is given for a time a privileged position of monopoly with respect 
to his discovery. Nevertheless, this is a material benefit conferred 
upon the inventor, and for that reason the government imposes 
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upon him a special charge, justified by the p; rticular benefit which 
he is presiniied to have received. Such a payment is called a fee. 

Fees arise also from somewhat different circumstances. There are 
certain occupations which cannot be left to the free and unre- 
stricted operation of all persons without danger to the public in- 
terest. Such are the businesses of banking, insurance, taxicab 
operation, peddling, etc. Now the performance of this regulatory 
function necessitates government expenditure, and the person who 
chooses to enter such an occupation is thereby causing expense to 
the government. The government therefore charges such person a 
fee, covering part or all of the cost imposed upon it by his engag- 
ing in the regulated occupation. Fees are thus imposed upon those 
who engage in any activity over which some government regulation 
has been found necessary. One cannot drive an automobile, or owm 
a dog, or enter the marriage state, without a government license; 
and in each case he is charged a fee to cover the cost jvhich his act 
has imposed upon the government. 

We now have in mind the nature of the fee, which may be de- 
fined in precise terms as follows: A fee is a payment by a person to 
the government on account either of a special benefit received from 
the government or a special cost imposed upon the government hi 
connection with a government service performed for the common 
benefit. 

Special assessments. Suppose the city authorities decide to put a 
sewer in a certain street. The consequent rise in value of land front- 
ing that street will bring material advantage to the owmers of such 
land. The same rise in land values follows the introduction of pav- 
ing, street curbs, sidew^alks, and other improvements. The govern- 
ment undertakes a new sewer, not from any desire to benefit 
particularly the owners of the land, but because the interests of all 
the people of the city will be promoted by better sewage disposal on 
that street. Here then is a perfect occasion for a fee and, in America 
at least, a fee is usually charged, w^hich is none the less a fee in 
spite of its common designation as a special assessment. This is the 
definition: A special assessment is a particular kind of fee^ imposed 
when the special benefit consists in an enhancement of the value of 
land. The amount of the special assessment may be anything up to 
the total addition to the value of the land caused by the govern- 
ment improvement. The special assessment furnishes a most in- 
teresting example of the fee, since there is here usually an attempt 
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to relate (more closelV than for fees in general) the amount of the 
payment to the value ^of the special benefit conferred. 

Taxation, general concepts: Technical definitions. Now it is time 
to acquire precise notions of certain technical concepts necessary to 
the investigation of the subject of taxation. 

The object or base of a tax is the thing or the fact upon which 
the tax is based. Land, houses, and other articles of wealth are ob- 
jects of a property tax. Each person’s taxable inco^ne is the object 
of the income tax. When a rate of tax is imposed, the amount of 
such tax is found by multiplying the numerical statement of the 
object or base by the rate. 

The object of a tax is to be distinguished from the source, which 
is the wealth or income from which the tax is paid. Much confusion 
can result from failure always to keep this distinction clear. 

We have also to distinguish between the immediate payer, the one 
who actuallj^ makes payment to the tax collector, and the subject 
of a tax, who is the one who ultimately bears the burden. 

These notions can all be illustrated by reference to the United 
States tax on cigarettes. This tax is imposed by the federal govern- 
ment, at the rate of $5.50 per 1,000 cigarettes. On each packet of 20 
cigarettes there is a tax of 7 c^nts. The object or base is the packet 
of cigarettes. This tax is collected from the manufacturer of the 
cigarettes, and the fact of its collection is evidenced by the stamp at- 
tached to the packet. The manufacturer then is the immediate 
payer. But he does not bear the main burden, since he adds the tax 
to his selling price; if a packet sells for 20 cents, 7 cents of this 
price is tax. The consumer bears the burden; he is the subject. 
Finally the source is whatever fund the buyer draws upon for his 
cigarette purchase. 

The foregoing paragraph calls attention to the fact that there is 
often a shifting of the burden of a tax from the immediate payer to 
some other subject. The final resting place of the burden of a tax, 
whether it is shifted or not, is called its incidence. 

Taxes are usually put into two classes according as the burden 
is or is not normally shifted. Direct taxes are those whose burden 
remains on the whole upon those from whom the tax is originally 
collected. Indirect taxes are those whose burden is normally shifted. 
Since the possibility of shifting may be present only partially and 
in various degrees, it is not always possible to draw a sharp ex- 
clusive line between the two classes of taxes. However the char- 
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acteristics of the more important kinds taxes are so clearly 
marked that there is usually little difficulty in placing any ghen tax 
in its proper class. 

This distinction, be it noted, is an economic one. It does not 
a,giTe precisely with the legal definition of a direct tax, as laid down 
by the Supreme Court of the United States. There is no occasion 
here for dispute. We have simply to deal with two different con- 
cepts, the economic and the legal, and must be on our guard only 
against the danger of confusion from the use of the same technical 
terms in two different senses. 

Relation of tax rate to base. Great importance attaches to 
whether the relation between the amount of a tax payment and the 
base is one of simple proportion or is something different. 

Suppose that A has a net income valued at $2,000, while B’s is 
tvorth $4,000, and C’s, $40,000. Does this indicate that a tax on in- 
comes would require B to pay twice as much as A, and C ten times 
as much as B and twenty times as much as A? If so we Irave pro- 
poUional taxation, to be accomplished by a uniform rate. Suppose 
the rate is 4 per cent. Then we have this result, in which the tax 
payments are in direct proportion to the respecti\e net incomes: 


Person Net income 
A S 2,000 

B -1,000 

C 40,000 


Tax rate Amount of tax 

4 percent ^ 80 

4 IfiO 

4 1,600 


If instead of making the tax payments directly proportional to 
the base, they are made to increase at a rate faster than the increase 
in the base, we have progressive taxation. For example, suppose a 
scheme of income tax rates such as this: 


On the first SI .000 of the net income 
On the part of the net income: 
over S 1,000, up to and including S 2,000 

over 2,000, up to and including .8,000 

over 3,000, up to and inclutling 5,000 

over 5,000, up to and including 10,000 

over 10,000, up to and including 20,000 

over 20,000, up to and including 40,000 

over 40,000, up to and including 60,000 

over 60,000, up to and including 80,000 

over 80,000, up to and including 100,000 

over 100,000 


1 pei cent 

2 per cent 

3 
I 

5 

6 
1 
8 
9 

10 

11 
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Now A, with a net|ncome of |2,000, will pay a tax of 1 per cent 
of his first |i,000 plus 2 per cent of his second $1,000; i.e., $10 -|- 
$20 zii $30. Similarly B's tax would be calculated thus: 


1% of the first 

SI, 000 

$ 10 

2% of the second 

1,000 

20 

3% of the third 

1,000 

30 

4% of the fointh 

1,000 

40 

Total tax on 

S4,000 

$100 

's tax would amount to $2,390. 

These results may be tabulated thus: 


Person Net Tax rate 

Amount 

Ratio of tax 

income 

of tax 

to net income 

A $ 2,000 1-2 percent 

$ 30 

1.5 percent 

B 4,000 1-4 

100 

2.5 

C 40,000 1-7 

2,390 

5.975 


Under such a set of rates, B’s tax would be more than three times 
that of A, though his income is only double A’s. C’s income is 
twenty times A’s, but his tax is practically eighty times as great. 
This is the result of progressive taxation and is accomplished, be it 
noted, by giving up the uniform rate in favor of a rate which in- 
creases with increases in the base. 

It is possible to apply the opposite rule, by fixing a scale of rates 
which decreases as the base increases. This is called regressive taxa- 
tion. This plan of taxation never appears consciously embodied in 
modern tax legislation. 

When there is exemption of a certain amount of the base of a tax, 
there is produced an effect of mild progression, even though the 
tax is technically proportional. Suppose, in connection 'with a 2 per 
cent property tax, there is an exemption of $1,000 of otherwise 
taxable property. A has taxable property to the value of $2,000; 
after deducting the amount exempt, he pays 2 per cent on the bal- 
ance of $1,000, or a tax of $20. B, with $10,000, pays 2 per cent on 
$9,000, or $180. Though the rate on the taxable base is 2 per cent 
for both men, on the total amount of property possessed A’s tax 
is only 1 per cent, while B’s is 1.8 per cent. As the taxpayer’s prop- 
erty increases, the rate approaches, but never reaches, the limit of 
2 per cent. Such a condition is sometimes called degressive taxation. 

Another concept of progression. In discussions of the problem 
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of tax apportionment, use is often made of somewhat different con- 
cepts of progressive and regressive taxation. According to such con- 
cepts, taxation is considered progressive when the amount paid by 
the individual increases at a rate faster than the increase in some 
assumed general or composite measure of economic power; roughly 
“the tax bears more heavily upon the rich than upon the poor/’ 

In this sense the progressive income tax (even a proportional in- 
come tax with its ordinary exceptions, credits, etc.) is progressive. 
Consumption taxes, on the other hand, are generally considered 
regressive (even though they are imposed at uniform rates) because, 
in the first place, they are usually levied upon articles of wide 
general consumption which call for a greater share of the poor man’s 
expenditure than of the rich man’s, and secondly, they impose no 
burden on that part of income which is saved, a feature of which 
the poor can take only slight advantage. 

This concept of progression, though lacking in precision, is often 
useful, especially when we seek to characterize a tax sysfem as a 
wdiole. For this purpose it is not enough to know that particular 
taxes are proportional or progressive in the technical sense. (Tech- 
nically, there are no regressive taxes ») What we are here concerned 
wdth is the general nature of the whole tax system in its relation to 
people on different income levels. In any tax system (using our 
second concept of progression), there may be, side by side, propor- 
tional taxes, progressive taxes, and some that are regressive. These 
taxes tend more or less to counteract each other. 

If the whole tax system bears with equal severity upon ail classes, 
we call it proportional. If as we go up the economic scale, the tax 
burden increases more than proportionately, we call the tax system 
progressive; the reverse of the latter system we call regressive. It is 
in this sense that these terms are generally used in popular discus- 
sion of tax problems. A precise quantitative nieastire of the net 
result, in any particular case, determining %vhether the wTole tax 
system is proportional, progressive, or regressive, is extremely diffi- 
cult, if not impossible. How^ever it may be possible thus to charac- 
terize a tax system in a broad general way. 

Principal forms of taxation. Among the various taxes employed 
by modern government, the following are the principal forms: 
property tax, income tax, consumption taxes (including internal 
excises and the customs tariff), death taxes, business taxes, and poll 
taxes. 



4-62 GOVERN MgiNT. PUBLIC INCOME. TAXATION 

The property tax: ^ilvolution. The property tax is among the old- 
est of taxes; history shows us numerous examples in ancient and 
medieval times. At a time when there was not the bewildering 
variety of wealth and property that exists today, the early property 
taxes were based chiefly upon land and buildings. Later attempts 
to include various other forms of w^ealth and property rights, as they 
gradually evolved, proved unsuccessful, and the .property tax in 
most European countries long ago returned essentially to its orig- 
inal base — ^real estate. 

In America, on the contrary, where the property tax has always 
played an important role, the attempt is still generally made to 
include in its base most, or at least very many, of the complex 
modern forms of wealth and property rights. When thus inclusive, 
the tax is known as the general property tax. 

The American property tax: General description. The property 
tax is prescriloed by state law in each of the forty-eight states and the 
Districrof Columbia. Although no twm states have exactly the same 
system, the systems are sufficiently alike to enable us to draw up a 
composite picture of the typical structure and operation of the 
property tax. 

The first step is the assessment; ue., the discovery and valuation 
of all the taxable property in the jurisdiction of the taxing govern- 
ment as of a certain date each year. This function is performed 
generally by officers of the counties or towns acting under the state 
law. Assessment includes opportunity for appeal and revision in the 
case of taxpayers dissatisfied with the original assessment. There- 
after there is a process of equalization, performed by a county board 
where assessment is by the towns or, in other cases, by a state board. 
The purpose of this is to insure that the assessment in the several 
towns and counties has been uniformly done; i,e,, at full value or at 
the same percentage of full value. The assessment, as thus equalized, 
furnishes the official tax list or “grand list.’' 

In most states revenue is obtained from the property tax by the 
state, the counties, the towns or townships, the school districts, and 
often by various other local taxing districts. Each such political 
body determines the sum which it will require from the property 
tax. By the process of dividing this sum by the total value of all 
taxable property within its own jurisdiction, it determines its “tax 
rate." This process is called apportionment of the tax. The tax 
due from any particular taxpayer is determined by multiplying the 
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assessed value o£ his property by a tax rate wl. li is the sum of the 
tax rates of all the taxing jurisdictions to which his property is sub- 
ject. 

Position of the property tax. The property tax is an important 
source of revenue of the states and the principal reliance of the 
local governmental units of the United States, as is clearly shown in 
the accompanying table. 

IMPORTANCE OF PROPERTY TAXES IN AMERICAN TAX SYSTEMS, 

19421 


PROPERTY TAX 



TOTAL REVENUE 

RECEIPTS 


RECEIPTS 

.Amount 

Per cent 
of total 

Governmental Units 

(In millions 

(In millions 


of dollars) 

of dollars) 


State governments 

6,114 

2711^ 

4 

Counties 

1,635 

897 

55 

Cities 

3,123 

2,026 

65 

Towns and Townships 

371 

257 

69 

School districts 

1,798 

1,078 

60 

Special Districts 

148 

90 

60 

Total 


4,593 

35 


1 Bureau ot the Census, Governmental Finances in the United States, 1942* 
Washington: Government Printing Office, 1945. 


In 1942 the 4,593 million dollars produced by property taxes for 
state and local governments represented about one sixth of the total 
revenues of ail governments in the United States. This sum was 
exceeded only by the yield in 1942 of all sales and gross receipts 
taxes including customs. 

Assessment: The problem. The principal problems of the prop- 
erty tax center about the asssessment. The assessor is required (I) to 
discover ail taxable property and (2) to determine its value. The 
first process, easy lor real estate (land and buildings), heavy ma- 
chinery, furniture, stock in trade, and similar forms of wealth, be- 
comes difficult m case of such tangible personal property as watches 
and jewelry. Even such wealth as household furniture, books, pic- 
tures, clothing, etc., can be discovered only by a personal search 
of the taxpayer's home, a duty to which the ordinary assessor is 
loath to resort in the face of the natural repugnance of the tax- 
payer. When we come to intangible property — stocks, bonds, bank 
deposits, etc, — discovery becomes a practical impossibility. 
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Valu-ation presents '^ven more difficulty. The typical local assessor, 
generally without expert knowledge of values, is required by law 
to appraise, within a period of a few weeks, all of the wealth in his 
town or county, including farms, factories of various kinds, compli- 
cated machinery, raw materials, “goods in process” and finished 
products of manufacture, stock in trade of the stores of utmost 
variety, and household effects of all sorts. In this task he will obvi- 
ously not receive much aid from the taxpayers themselves, and he 
will always be under pressure to make his valuations low. 

Expert assessment. In many of the larger cities and some small 
cities, a staff of trained assessors, with the necessary clerical and 
other assistance, is built up. The work is so arranged as to continue 
through the year, permitting of long-term or permanent employ- 
ment, and giving to the assessor a steady “career job,” with ade- 
quate salary. Accurate maps of the entire region are made and skill- 
fully used. Complete descriptive data regarding land and buildings 
are prepared and recorded. Evidence regarding ail sales is gathered. 
Scientific rules for determining values with respect to location and 
various other standards are used. Even the airplane is pressed into 
service for the quick mapping of extended areas in the suburbs or 
country districts. In many an American city where such conditions 
prevail, a high degree of efficiency, at least in the assessment of land 
and buildings, has been attained. 

Some of the states have obtained a certain degree of centraliza- 
tion of the work of assessment in the office of a state tax commis- 
sioner or board, which has enabled them to secure full-time services 
of engineers and other experts to aid in the work of local assess- 
ment. 

The ordinary town or county assessment. But in spite of assist- 
ance now and then from the state tax commission, assessment is 
still essentially a local function, and the ordinary town or county or 
small city will seldom have anything like an adequate assessment 
organization or procedure. There is not enough work to warrant 
a full-time job with attractive salary. Expert qualifications cannot 
be, and are not, required of the candidate for the assessor's job. 
There is lacking both the equipment and the personnel requisite 
for expert assessment. 

Under such circumstances as these, we need not be greatly sur- 
prised at the result. The assessor generally does about the best he 
can. In the first place he has last year’s lists, of which he takes full 
advantage; copying last year’s figures will suffice for the majority of 
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cases where he has reason to believe there has been no iiiaterial 
change. He will travel over his district, making brief inspections of 
the outside of new buildings, casting cursory glances at the mer- 
chants’ shelves, asking a few questions, picking up what gossip he 
can as to the worldly goods of his fellow townsmen. Using such in- 
formation as this, reenforced by a good deal of often shrewd guess- 
work, influenced almost always by the popular satisfaction which 
will follow when everybody feels that he has been assessed under 
the true v^alue, influenced now and then no doubt by the desire to 
be kind to a friend and to stand well with those of political and 
social influence, seldom downright corrupt, the assessor manages 
somehow to check up on the lists handed in by taxpayers, to make 
out the lists of those who fail to file them, and finally to turn in 
a tax list which will not cause too many appeals to the board of 
relief, nor be too much censured by the county or state board of 
equalization, nor cause so much local dissatisfaction as to endanger 
his reelection. 

Practical results. Under these circumstances it is not surprising 
that the accomplishment of the property tax falls far short of the 
ideal of the law. United States Census statistics show that the total 
assessed value of real estate is not*more than half the true value 
legally taxable and that less than one-fifth of the true value of tax- 
able personal property is assessed. These totals, moreover, give no 
picture of the great inequality among individual properties, which 
are assessed all the way from zero (where the property is not dis- 
covered) to more than 100 per cent of the value. As to intangible 
property, the breakdown in most parts of the country is nearly 
complete. 

As certain properties escape, through failure to be listed or 
through undervaluation, the tax rates must be proportionally 
higher, and the burden is increased on other properties. On prop- 
erties whose obvious face values do not permit of undervaluation, 
existing high tax rates (30 mills, 40 mills, or even as high as 80 
mills) may be quite confiscatory and virtually force the taxpayer to 
concealment. Prevailing undervaluation moreover results in essen- 
tial denial of the legal remedy for unjust assessment through ap- 
peal to the courts, since the taxpayer who is assessed at a higher 
ratio than his neighbors may still be assessed at less than true value 
and so less than the law requires. The attempt to correct whole- 
sale undervaluation by the process of equalization generally fails, 
since county and state boards of equalization are rarely equipped to 
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make an accurate cheese of the original assessments in the towns or 
counties. ' 

Confusing wealth and property. When a property right is ex- 
pressed by a document, such as a stock certificate, a bond, or a 
mortgage, the property tax commonly includes the document as 
taxable property. This is double taxation^ since it represents the 
taxing by the same government of the same object twice during 
each tax period. The present attitude of American state tax laws on 
this matter may be roughly summarized as follows: (1) shares of 
stock of domestic corporations are taxable to resident owners in 
somexvhat less than half the states; shares of foreign corporations 
are similarly taxable in somewhat more than half the states; (2) 
bonds of corporations, whether domestic or foreign, are taxable to 
resident owners in about three-fourths of the states; (3) mortgages 
are generally exempt, almost always when secured by property 
within the state.^ 

07 

Recognition of the peculiar position of intangible property, 
which has been pointed out, has led a number of states to provide 
for the taxation of such property at rates much lower than those 
applied to tangible wealth. It has been the hope that the taxpayers, 
when granted a reasonable ra!e, would voluntarily list their in- 
tangibles, and the experience of several states has shown some in- 
crease in the amount of such property assessed following a reduc- 
tion in the rate. There is no evidence, however, to show that any 
state has by this expedient succeeded in assessing the whole, or 
even the greater part, of the intangible property subject to its tax 
laws. 

Taxation of corporations. The taxation of corporations presents 
several special problems. In the first place, there is the complex 
problem (to which reference has been made) of double taxation 
resulting from taxing both the corporations on their property and 
the owners on their stocks and bonds. Second, it is the corporations 
which are the principal owners of those complicated categories of 
property whose valuation proves too much for the ordinary town or 
county assessors. In the third place, the wealth of many great cor- 
porations is located in more than one taxing district, being spread 
over several towns or counties or even states. The property cannot 
be assessed piecemeal, and no local assessor has authority to assess 

1 Cf. National Industrial Conference Board, Inc., State and Local Taxation of 
Property. New York: the Board, 1930. 



REFORM OF THE PROPERTY TAX 467 

the whole. This situation is peculiarly evkTnt in the case oi the 
railroads, telephone and telegraph compaides, and other public 
service companies. 

These problems ha\e been met in many states by taking the 
assessment irom the local bodies and entrusting it to a state com* 
mission. In addition special methods are frequently applied, teiy 
generally to the public utility corporations and the banks and less 
commonly to the general business corporations.^ 

Relorin o£ the property tax. The first step toward a more efficient 
property tax is the abandonment of all taxation of intangible per- 
sonal property. This is indicated both by the theoretical nature of 
intangible property rights and by the complete and inevitable 
break-down in administration. This step has been recommended by 
numerous tax authorities, including a committee of the National 
Tax Association, and it has been already accomplished by some ten 
states. 

Next in order is the abandonment of the attempt to tax all those 
classes of tangible personality of which experience has siiown the 
practical impossibility of a real assessment. This would include 
household furniture, private libraries, musical instruments, cloth- 
ing and jewelry, and similar objects of essentially personal or do- 
mestic character. We may as well admit that these classes of prop- 
erty never have been and never will be properly assessed, and give 
up attempting the impossible. 

A special problem is presented by machinery and goods and ma- 
terials of manufacturers and merchants. We have the choice of 
either giving up the taxation of sucli goods, as has been done by 
New York, or consigning their assessment to the state tax com- 
mission, with authority to use, -when advantageous, specified rules 
of assessment which do not necessarily arrive at market value. This 
second remedy has been recommended by a special tax commission 
in Connecticut- 

These changes as to personal property would leave for assessment 
by the local assessors only real estate and a few forms of bulky, 
easily discovered, and easily valued tangible personal property. 
Since the classes of property which it is proposed to exempt are the 


1 vSee later discussion of business taxes, pp. 4 ' 78 “ 79 - ^ 

^Report of the Connecticut Tempotary Conunission to Study the Tax Laics 
of the State and to Make Recommendatiom concerning Thdr Reiusiori, Hart- 
ford: State of Connecticut, 1934, Chapter x. 
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ones which now generMly escape, the loss of revenue from this re- 
form would not be great. 

There are, as we have seen, certain cities w^hose assessment of 
lands and buildings has attained a high degree of efficiency. The 
organization requisite to produce this result is possible in any town 
or county where the finances are on a large enough scale to warrant 
the expense. For the smaller and less wealthy towns and coun- 
ties, a consolidation of the work of assessment in the hands of 
larger units or groups of units is possible. There is no reason why 
any state should not provide assessment machinery adequate to 
accomplish its purpose; i.e., the equitable distribution of the cost 
of government. 

The property tax, with all its defects, is still the backbone of the 
American tax system. During the years of depression that followed 
1929, it proved the anchor to windward that saved American public 
finance from ^vastly greater shipwreck than it actually suffered. Its 
relative contribution, as compared with other taxes, increased ma- 
terially during the depression. Fortunately the defects of the prop- 
erty tax are not incapable of remedy along lines which have been 
pointed out. 

The income tax: HistoricaPbackground. In contrast with the 
property tax, the income tax is a modern tax. The first real income 
tax w’^as introduced in England in the year 1798. It was intended as 
only a temporary measure, though it actually lasted till 1816. Re- 
stored in 1842, the income tax has since then been a permanent part 
of the British revenue system. Italy, Germany, and many other 
nations introduced the income tax at various dates during the latter 
half of the nineteenth century. 

In America the states made no use of this tax before 1840, and 
such state income taxes as w^ere introduced thereafter in the nine- 
teenth century tvere abortive and of no permanent significance. The 
federal government first made use of the income tax at the time of 
the Civil War. This was a war measure; its yield declined rapidly 
after the war, and it was repealed in 1872. In the year 1894, the 
national government made its second excursion into the field of 
income taxation; this act was declared unconstitutional before it 
went into effect. 

It was not until 1913, followung ah amendment of the federal 
Constitution, that the income tax became a permanent part of the 
tax system of the United States Government. About this time, state 
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income taxation (beginning with the "IVisccnsin law of 1911) also 
acquired a fresh lease on life. Today the income tax is the principal 
tax of the federal government and a source of revenue, more or less 
important, in more than half of the states. 

The United States income tax: General description. In the pres- 
ent federal income tax (in effect in 1948), the law distinguishes be- 
tween individuals, corporations, and partnerships. All residents of 
the United States are in general subject to the tax upon ail their 
taxable incomes. Nonresidents are generally taxable upon income 
derived from sources in the United States. 

As regards the individual income tax, the law starts with the 
gross income, from which certain specified deductions are allowed, 
leaving the net income, which is the base of the tax. From the net 
income a personal exe7npiion may be subtracted, amounting to 
$600 for each taxpayer and |600 for each person dependent for sup- 
port upon the taxpayer. There are also $600 exemptions for tax- 
payers who are 65 years of age or are blind. 

On the base thus determined, two taxes are then calculated: 
(1) a normal tax, at the rate of 3 per cent, and (2) a surtax, calcu- 
lated by applying a progressive scale of rates from 17 per cent on 
the first $2,000 of the net income l^s exemptions to 88 per cent on 
the amount of this base in excess of $200,000. From the sum of 
normal tax and surtax certain percentage deductions are then 
allowed.^ Certain credits may be deducted in special cases. 

A novel feature of the 1948 revenue act was permission to married 
couples to combine their respective incomes, deductions, and ex- 
emptions, calculate the tax on half this base, and multiply this tax 
by two. This generally brings one of them into lower surtax 
brackets. 

The law requires withholding by employers of part of the tax on 
wages and salaries. 

By using as the base the taxpayer's advance estimate of his cur- 
rent year's income, the law is on as pay-as-you-go basis. 

Corporations are separately taxed, by means of a normal tax and 
a surtax. The former is at rates from 15 per cent to 24 per cent on 
corporations having taxable net income of $50,000 or less; above 
$50,000, the rate is 24 per cent. The surtax is on a base reduced by 

1 In the 1948 revenue act these deductions are: on the first $400 of tax, 17 per 
cent; on the amoimt over $400 but not over $100,000, 12 per cent; and on the 
amount over |1 00,000, 9,75 per cent. 
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certain credits and is|at rates from 6 per cent to 12 per cent on 
corporations having surtax net income up to $50,000; above $50,- 
000, the surtax rate is 14 per cent. The law contains many complex, 
and frequently arbitrary, provisions affecting the definition of tax- 
able income. 

Partnerships as such are not taxable on their income. Their net 
income, whether actually distributed or not, must be allocated to 
the several partners and included by each in his individual income. 

Individual income tax base. No income tax ever succeeds in 
reaching all the people. Personal exemptions, credits for dependents, 
and similar provisions result in freeing a large part of the popula- 
tion from income tax obligation. Thus in the United States re- 
turns were filed on the incomes of 1942 (the latest year for which 
the final official figures are available) by some 371/9 million indi- 
viduals, of whom about 28i/2 million had taxable incomes. With a 
population oM34% millions in 1942, this means that returns were 
filed by less than 28 per cent of the population and income tax paid 
by about 21 per cent. Making allowance for married couples and 
minors and other dependents, these 28 million taxable returns may 
represent something like 78 million persons. This would mean that 
about 58 per cent of the population bore the burden of the federal 
income tax. The revenue act of 1948, by raising the personal ex- 
emptions to |600, removed some 7,400,000 taxpayers from the rolls. 
This reduced the above percentage from 58 to about 45. 

Corporation dividends. The taxation of the entire net income of 
corporations may be regarded as double taxation to the extent of 
the part that is distributed in dividends to stockholders, since these 
dividends are then taxable as individual income. Until 1936 this 
was recognized, and a partial correction was made by requiring in- 
dividuals to pay only the surtax (not the normal tax) on their 
dividend income. The effect of the present law is to discriminate 
against income from investment in the stock of corporations. 

A simple correction of this double taxation would be to allow 
corporations to deduct dividends in calculating their taxable net 
incomes, just as they now deduct interest. There are however cer- 
tain practical difficulties. Any other perfect correction would be 
very complicated, owing to the complicated rate structure of both 
individual and corporation taxes and the personal exemptions and 
credits allowed to individuals. A plan that combines simplicity and 
a reasonable approach to equity is to tax the stockholder on all his 
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income, including dividends, but allow him a credit determined by 
multiplying his dividends by the rate of the individual normal tax. 
There would remain double taxation only as to the surtaxA 

Income tax rates. Beginning tvith the First Woidd War there has 
been a revolutionary increase in income tax rates. In Great Britain, 
for example, during the fifteen years before the First World War, 
the basic income tax rates varied between and 61 /^ per cent, 
with a super-tax of 23/^ per cent after 1910. The present United 
States income tax was inaugurated in 1913 with progressive rates 
from 1 to 7 per cent. Today income tax rates have everywhere 
soared to hitherto unimagined heights. In the United States the 
present maximum rate (normal tax and surtax) of 91 per cent, 
though somewhat reduced in practical effect by the revenue act of 
1948, is the highest tax rate known to modern history, and to this 
must be added additional income taxes in more than half of the 
states. 

The practicability of such rates has come under smous question, 
especially in the United States. Even with the best possible adminis- 
tration, which the United States confessedly does not have, the 
success of an income tax must depend materially upon a prevailing 
spirit of fairness and cooperation On the part of the taxpayers. So 
long as this spirit is general, the tax administrators and the courts 
can cope with the actual criminal evaders. When this spirit dis- 
appears, and the majority become law-breakers, then no administra- 
tive machinery that human intelligence can devise will be able to 
master the problem. This condition is threatened if rates are made 
too high. 

It is possible also for income tax rates to be so high as to dis- 
courage investment in industry. This matter is discussed at gi'eater 
length in the next chapter. For the present it is sufficient to point 
out that, with less investment and less industry, there will be smaller 
taxable incomes. The base of the income tax is thus reduced, and 
therefore the revenue. There is reason to believe that in recent years 
in the United States the federal income tax revenue has thus been 
less than it would have been with lower rates. In other words, the 
rates have been pushed beyond ''what the traffic will bear.'' 

Elasticity of the income tax. In the early days of the income tax, 

1 See The Committee on Postwar Tax Policy. A Tax Program for a Solvent 
AfTierica. New York: Ronald Press Company, 
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it was rightly regarded as a peculiarly elastic source o£ revenue, 
adaptable to normal lariations in fiscal needs, and a tower of 
strength in time of war or other national emergency. The recent 
trend toward very high rates has seriously impaired the elasticity of 
the income tax. 

Moreover this tax is peculiarly sensitive to general economic 
conditions. This was rudely disclosed with the coming of the de- 
pression after 1929. The financial exigencies of government led to 
increased demands upon the income tax, to which the tax, with its 
existing high rates, was not able to respond. In the United States, 
for example, even with increased rates, the yield of the income tax 
fell off disastrously. In 19S0 the income tax produced 2,410 million 
dollars, contributing 58 per cent of the total revenues of the federal 
government. In 1983 its yield was only 746 millions, being 86 per 
cent of a total revenue which had itself dropped to less than half 
the level of 1930. 

Consumption taxes. Next in importance to the property tax and 
the income tax comes a group of taxes whose central characteristic 
is the exaction of a tax contribution from the consumers of certain 
goods in proportion to their consumption. These taxes appear in 
a variety of forms. For the purpose of our study, we may divide con- 
sumption taxes into two main groups: (1) excise taxes (including 
sales taxes and business license taxes) and (2) customs tariffs. 

Excise taxes. An excise is in general a tax levied upon the manu- 
facture or sale or consumption of commodities, or the exercise of an 
occupation, or enjoyment of a privilege, within the limits of the 
jurisdiction imposing the tax. What will chiefly interest us are the 
taxes levied upon the domestic manufacture and sale of commodi- 
ties, such as are commonly known in the United States as “internal 
revenue taxes” when imposed by the federal government and “sales 
taxes” when imposed by the states. 

Excise taxes on manufacture are generally used by national rather 
than by local governments. This is principally because of the tend- 
ency of such taxes to drive industry outside the borders of the tax- 
ing jurisdiction. In the United States, the several states have gen- 
erally been deterred from extensive use of excise taxes by these 
considerations, coupled with the constitutional prohibition of cus- 
toms tariffs and of excises burdening interstate commerce. The states 
are not prevented, however, from levying moderate excise taxes 
upon industries catering to a strictly local market or upon local or 
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retail sales, tlioiigh caution has always to be exercised lest the 
people be driven to make their purchases ojiside the state. 

One ot the most striking features of public finance following the 
First World War W’as the rapid and widespread development all 
oxer the xvorid of sales taxation, forced by tiie fiscal needs of gov- 
ernments harassed by increased demands for expenditure and 
dwindling sources of revenue. Among the American states there has 
been a really extraordinary development of this form of taxation. 
The excise tax on gasoline is now universal. Excise taxes or license 
taxes are imposed upon sales of liquor by all states which do not 
prohibit its private sale. As to consumption generally, by the middle 
of 1948 more or less general sales taxes were in force in some twenty- 
seven states. 

The customs tariff; General. Customs or tariff duties are taxes 
imposed upon those who bring goods across the frontier, the base 
being the goods so moved. The Constitution of the United States 
prohibits all duties on exports and also, in practicatT effect, forbids 
the levy of any customs duties by the states. From the Beginning 
of the American nation in 1789 to the Civil War, the tariff was al- 
most the only tax imposed by the national government, and from 
then to 1913 it divided honors abotit equally xvith the excise or in- 
ternal revenue taxes. Today the tariff yields about one-tenth of the 
federal revenue. 

Economic effects of the tariff. It may help the reader to grasp 
the salient characteristics of the tariff, together with their imme- 
diate consequences, if we set up a simple numerical example. Let 
us suppose that a certain kind of cloth is being imported, free of 
duty, and sold in the home market at SI. 00 a yard and that 1,000,- 
000 yards are sold in a given year. We assume that the cost of mak- 
ing this cloth at home is $1.50 a yard. Ob\iously the reason for the 
import is that this is the cheapest way to obtain the cloth, and of 
course there will be no home manufacture. The simple situation 
resulting is shoxvn in column 1 of the table on the next page. 

Now suppose that next year a tariff is in effect at the rate of 10 
per cent, which will make the cloth cost Si. 10 in the home market. 
As this price is still less than the home cost, there will be no home 
manufacture, and all the cloth consumed xvill still be imported. In 
accordance with the normal demand curve, other circumstances be- 
ing unchanged, we assume that the amount consumed will fall off 
somewhat with the increase of price and that 900,000 yards will be 
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taken in this year. The result is shown in column 2 of the table 
below. Consumers pay ^990, 000 for cloth which, were it not for the 
tariff, they could have obtained for $900,000, and this additional 
cost goes to the government in revenue. Here is obviously the case 
of a simple tax on imports. 



7 

2 

3 

4 


No tariff 

10 per cent 
tariff 

50 per cent 
tarilf 

75 per cent 
tariff 

Number of yards imported 

1,000,000 

900,000 

300,000 

— 

Number of yards domestic 
Total number of yards con- 



300,000 

600,000 

sumed 

1,000,000 

900,000 

600,000 

600,000 

Price per yard to consumers 

SI. 00 

SI. 10 

SI. 50 

SI. 50 

Cost to consumers 

Additional cost because of 

SI, 000, 000 

S990,000 

S900,000 

S900,000 

tariff 

— 

90,000 

300,000 

300,000 

Revenue to government 
Additional cost in excess of 

— 

90,000 

150,000 

— 

revenue 

— 

— 

150,000 

300,000 


Next year a 50 per cent tariff is in effect, and the imported cloth 
will be sold, if at all, at a price of $1.50. This price is just equal to 
the cost of making the cloth at home, and the foreign and domestic 
products are in competition oii an equal basis. Presumably they 
will divide the market between them in some ratio, which for the 
sake of simplicity we may assume will be an equal division. The 
result is shown in column 3 of the table, assuming a still further 
drop in the amount taken because of the rise in price to $1.50. Con- 
sumers now take 600,000 yards, paying for them $300,000 more than 
they would have paid for this quantity had there been no tariff. 
This additional cost, however, does not now all go to the govern- 
ment; the government collects 50 per cent upon the 300,000 yards 
imported, which gives it a revenue of $150,000, but it gets no 
revenue from the 300,000 yards of domestic manufacture. We meet 
here for the first time the phenomenon of protection, by which we 
mean encouragement given to a home industry by means of a tariff. 
Now let us proceed to the last case, that of the prohibitive tariff. 
A duty of 75 per cent being in effect, the foreign cloth can be sold 
only at a price of $1.75. Since the home industry can furnish the 
cloth {at least 600,000 yards according to our assumption) for $1.50, 
there will be no possibility of selling the imported article. This situ- 
ation is showm in column 4 of the table. So far as the consumers are 
concerned, the situation is the same as in the previous case, except 
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that all their purchases are of the domestic cloth. The governiiieiit, 
!iowe\er, now gets no share at all of the SjOO.OOO additional cost im- 
posed by the tariff upon the consumers. This is the extreme of 
protection. 

To the reader who has fully gi'asped the meaning of the fore- 
going example, the most important principles of the customs tariff 
will now appear almost as a matter of course. They mav be sum- 
marized in the following outline (the reader will find it helpful to 
refer again to the numerical example above): 

(1) A tariff will cause the price of the dutiable article to rise in 
the home market by about the full amount of the duty, up to a duty 
which is equal to the difference between the home and the foreign 
unit cost of production.^ Above that the duty is prohibitive, and the 
further result depends on whether there is competition or monopoly 
in the home industry. If competition prevails, further increments of 
duty have no effect on the price; under monopoly^onditioiis the 
price may rise by more than the difference in unit produgion cost, 
op to the full amount of the duty. 

(2) A tariff imposed at a rate less than the difference between the 
home and the foreign unit cost of production will have no imme- 
diate effect on home industry and will produce a revenue equal 
(disregarding costs of administration, etc.) to the added burden 
placed upon consumers. 

(5) A tariff equal to, or greater than, the difference in unit pro- 
duction costs gives protection, and the additional burden placed 
upon consumers will be in excess of the revenue obtained by the 
government. If the tariff is in excess of the difference in unit pro- 
duction costs, it is prohibitive, in which case the additional burden 
on consumers is accompanied by no revenue whatever to the govern- 
ment. Stated in slightly different words, any tariff which gives pro- 
tection to domestic industr) necessarily causes a loss to consumers 
greater than the gain obtained by the government. 

(4) The addiiioiiai burden placed upon consumers by a tariff 
which gives protection will be equal to the difference between the 
home and the foreign cost of producing all the goods (domestic and 
foreign) consumed, except when a prohibitive tariff’ accompanies a 

1 The word “about*’ is introduced in this sentence in order to allow for the 
possibiiit) of a change in the foreign cost of production lesnUiog fiom the de- 
creased purchase of the imported goods. The practical importance of this would 
generally be slight. 
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monopolistic condition in the home industry. In that case, the 
consumers may be bui-tiened by an amount in excess of the differ- 
ence in the entire cost of production. 

The revenue tariff. The traditional country of free trade was 
Great Britain. From the reform of her tariff system in the middle 
of the nineteenth century until after the First World War, Great 
Britain followed a policy of tariff for revenue with virtually no pro- 
tection. In order to make her tariff truly a revenue 'producer with- 
out disturbance from protective influence, Great Britain adopted 
certain devices which are universally effective for this purpose. 

In the first place, her duties were placed upon a comparatively 
small number of articles, these being generally commodities which, 
in the nature of the case, could not profitably be produced in Great 
Britain, even in the face of high tariff duties. Such are tea, coffee, 
sugar, cocoa, spices, various fruits, and other tropical products. 

The second jievice for safeguarding the revenue tariff from de- 
feat through the checking of imports and the development of home 
industries is to impose an internal excise duty on each homemade 
good to match the tariff duty on the imported article. Finally, there 
is the extreme safeguard of prohibiting outright the home industry, 
which was employed by Great Britain in the case of tobacco grow- 
ing. 

By such means as these it is possible to build up a tariff system 
of extreme simplicity, easy to administer, having no disturbing 
influence upon the country’s trade and industry, taking nothing 
from the people beyond what goes into the public treasury, and 
withal yielding a handsome revenue. 

Fiscal weakness of the protective tariff. Few countries outside 
Great Britain, however, have chosen this kind of tariff. Virtually 
everywhere protection is consciously sought to a greater or less 
degree, and the employment of devices to neutralize the protective 
tendency of duties imposed for the sake of revenue is rare. At the 
extreme protective pole stands the United States, where, in spite 
of the great importance of the tariff as a source of revenue, the pro- 
tective purpose has always been strong or even predominant. 

Throughout the history of the United States, the tariff revenue 
has been notoriously irregular, out of relation to governmental 
needs, and not amenable to legislative control. Since the tariff is 
looked upon as an instrument for giving protection to certain in- 
dustries, its rates cannot be raised or lowered to meet fiscal con- 
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ditions without opening up the whole political conflict over 
protection. Furthermore the relation between tariff rates and tariff 
re\eni!C is extremely complex, and it is impossible to predict aC“ 
ciiratcl) the effect of a change. By checking the flow of imports, an 
increase of rates may diminish revenue instead of increasing it; a 
reduction of rates may increase revenue. 

Death taxes: General description. The death of property owners 
gives to government, from time to time, a convenient opportunity 
to impose taxes upon the transfer of property of every description, 
an opportunity quite generally utilized by sovereign governments 
the world over. Death taxes are at present employed in the United 
States by the federal government and by all but one of the states 
(Nevada). 

The typical modern inheritajice tax contains the following tech- 
nical features. At the outset property left to certain religious, educa- 
tional, or charitable institutions is generally entirely' exempt from 
the tax. Of the remaining taxable estate, a certain amount*is usually 
exempt, this amount varying according to the degree of relationship 
between the decedent and the beneficiaries. Above the exempt min- 
imum, the tax is calculated at rates which are usually doubly pro- 
gressive: (1) the rates start low for bequests to the closest relations 
and increase step by step as the degree of relationship becomes more 
remote, and (2) within each class of beneficiaries, the rate is pro- 
gressive according to the amount transferred. Among the states of 
the United States the top rate on bequests to direct heirs varies all 
the way from 1 per cent to 44 per cent; on bequests to the most re- 
mote relations and strangers, the two highest state rates are 60 per 
cent and 80 per cent respectively. 

A tax levied upon the entire estate, without relation to the 
amounts of the distributive shares or the relationship of the bene- 
ficiaries, is called an estate tax. As an example we may take the 
United States estate tax, as in effect in 1948. Without attempting 
to summarize the extremely complicated provisions of the statute, 
we note that, as regards resident decedents, there is an exemption 
of 160,000, wdth progressive rates running from 3 to 77 per cent. 

Death tax rates. It will be observed that the rates of the Amer- 
ican death taxes — especially, the federal estate tax — have recently 
been pushed to very high extremes. This increase raises problems 
similar to those we have noted in connection with the income tax. 

There is strong temptation to take advantage of aii available 
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business arrangements and legal devices whereby death taxes may 
be escaped while still Keeping within the letter of the law. There 
is, for example the possibility of limited escape through gifts before 
death, a door which no development of gift taxes is likely com- 
pletely to close. The higher the rates, the greater is the inducement 
to resort to such avenues of escape. 

There is also the effect of high tax rates upon saving and invest- 
ment. This matter will be discussed at more length in Chapter xxv. 
Suffice it here to point out that the rates of death taxation may be 
so high as both to discourage saving and to prevent the continued 
existence of the large and medium estates which are the base of the 
tax. This tax, like the income tax, may be imposed at rates “higher 
than the traffic will bear.” 

Business taxes. It is scarcely possible to formulate a clean-cut 
definition of business taxes as a separate form of taxation. All taxes 
paid by busine^^s are not “business taxes.” The owners and operators 
of businesses are in fact subject to most of the important forms of 
taxation which we have studied. Business property is subject to the 
property tax; business income, to the income tax. 

There is however a feeling that engaging in business is to some 
extent a privilege, that business is conducted under the protection 
of the state, and that a special tax obligation is thereby created, and 
there is frequently a certain residue of taxation paid by business 
concerns that may be regarded as a business tax. 

The clearest, though by no means the most important, examples 
are the special license taxes imposed as a condition of engaging in 
certain occupations, such as retail liquor selling, taxicab operation, 
insurance, etc. In many such cases, the regulatory purpose is more 
important than the search for revenue. Certain American states, es- 
pecially in the South, have developed rather extensive systems of 
business license taxes, productive of substantial revenue, though 
now tending to decline in importance. 

The most important business taxes are those imposed by the sev- 
eral states upon corporations. It is illogical to restrict business taxa- 
tion to incorporated concerns. The reason for so doing is doubtless 
that most substantial business concerns are incorporated, and that 
incorporation makes them easier to reach. Some states do have, in 
addition, their special taxes on unincorporated businesses. 

The most common taxes on business corporations are based on 
their capital stock, or their gross receipts, or their net income. 



SHIFTING AND INXIDENCE: GENERAL PRiXCIPLE^ 479 

When the location of the corporation’s property or the conduct oi 
its business extends over more than one state, it is necessary to de- 
termine that part of the tax base which is properly ascribable to the 
taxing state. For this purpose, the laws generally contain rules of 
allocation, based usually upon location of physical property, pay- 
ment of salaries and wages, or place where sales are made, or a 
combination of these bases. 

Very often these taxes are in lieu of other state or local taxes (es- 
pecially property taxes) to which the business corporation would 
ordinarily be subject. This is common in the case of the public 
utility corporations, particularly those that do an interstate busi- 
ness. Here is one of the instances wdicre the tax cannot be regarded 
as wholly a business tax. 

ITe subject of business taxation is a broad and complex one, for 
the details of which the reader is referred to the special treatises on 
taxation and public finance. 

The poll tax. This is a tax, generally at a uniform rate T>f one to 
three dollars, upon every adult person, or e\'ery voter, or some other 
broadly inclusive class of the people. It is expensive to collect, ex- 
cept from those who are already subject to the property or income 
tax, and while it is (on paper at least) a recognized part of the 
American local tax system, it is generally honored more in the 
breach than in the observance, and the revenue derived from it is 
usually small. 

Shifting and incidence: General principles. In drawing conclu- 
sions about taxation and its economic effects, we have always to 
remember that the burden of a tax does not necessarily rest upon 
the one who makes payment to the taxing government — the imme- 
diate payer, as we call him. It is necessary to know^ whether any 
particular tax is or is not shifted, and to understand the processes by 
which tax burdens may be passed on, in w'hok: or in part, to others. 
Obviously the person who finally bears the burden is more to be 
considered than he who pays only to shift the burden to others. 

A tax is or is not shifted according as it gives or does not give 
the immediate payer a potcer to raise the price of some commodity 
or service which he sells. It follows that the analysis of shifting is a 
problem of applying the general principles of price determination 
which we have previously studied. Now prices are determined 
under a variety of conditions: higgling and bargaining, auctions, 
pure competition, monopoly, and imperfect competition. In each of 
these market situations, the introduction of a tax on sellers or buy- 
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ers has its peculiar and distinctive effects upon their action. In gen- 
eral, a tax which increases marginal costs tends to be shifted, while 
a tax falling on some form of producers* surplus tends not to be 
shifted. 

Any extended investigation of the specific problems of tax shifting 
cannot here be undertaken, but the general principles may be illus- 
trated by a few simple examples.^ 

Incidence of excise taxes. The excises illustrate the operation of 
shifting in its simplest form. The United States internal revenue tax 
upon cigars is imposed upon all manufacturers of cigars at a certain 
rate per hundred and is thus an addition to the normal unit cost of 
production. Manufacturers are therefore able to increase the sell- 
ing price by practically the amount of the tax and so to pass the 
burden on to the wholesale dealers to whom they sell their prod- 
uct. These in turn transmit the tax to the retailers, who pass it on 
in the prices charged the consumers. 

Sometimes an excise tax may be imposed upon the dealers, whole- 
sale or retail, instead of upon the manufacturers, or upon the con- 
sumers themselves at the time of purchase of the taxed articles, the 
law requiring the dealer to coi|ect the tax and pass it back to the 
government. Whoever may be the immediate payer, the price paid 
by the consumer is of course increased by the amount of the tax. 

When the excise tax is based upon an industrial occupation, in- 
stead of upon a commodity, the same result follows. The tax be- 
comes an added cost of conducting the particular occupation and is 
passed on to the consumers by means of a higher price for goods or 
services. The retail liquor seller’s license is a familar example. 

The customs tariff. The shifting and incidence of the customs 
tariff have been illustrated in considerable detail earlier in this 
chapter. They are governed by the same principles that apply to 
the excise taxes. 

Taxes on economic rent and land value. The simplest illustra- 
tion of a tax that is not shifted is the tax upon the landowner’s 
income from economic rent. Having in mind the nature of eco- 
nomic rent, we readily reach the conclusion that a tax upon eco- 
nomic rent gives the landowner no power to increase the rent he 
may be charging. The tenant (assuming he is already paying the 
full economic rent) can pay no more rent without being forced to 

iFor a fuller treatment of this subject, see Fairchild, Furniss, and Buck, 
Elementary Economics, New York: Macmillan Company, Fifth edition, 1948, 
Chapter xlv. 
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Operate at a loss. Rather than do this he will Ica\e this land and 
either go out of business or betake himself to the marginal land, 
where there is no rent and therefore no tax on rent. 

On the other hand, neither the tenant nor the landowner who is 
using his own land is git en any power to charge a higher price for 
his crop by a tax on economic rent. The price is determined bv de- 
mand and the cost of production on the no-rent land, neither of 
which is affected by the tax in question. We conclude that a tax on 
the economic rent of land is not shifted but is borne by the imme- 
diate payer, the landowner. 

One necessarily reaches the same conclusion as to a property tax 
upon the value of land, since the value of the land is the capital- 
ized value of its economic rent. A property tax on land can cer- 
tainly give the owner no power to sell the land at a higher price; 
nor does it give him power either to exact more rent from a tenant 
or charge higher prices for agricultural products, since the mar- 
ginal land, having no economic rent and so no value, is no more 
affected by a property tax than by a tax on rent. 

Capitalization of taxes* The tax on economic rent or on land 
value furnishes the simplest illustration of the principle of ‘'tax capi- 
talization.'' If an acre of land is yielding an economic rent tax-free 
of 1 10 a year and the rate of interest at which such incomes are 
discounted is 5 per cent, the land will be w’orth $200. If now, assum- 
ing no other material change in the tax system, an annual tax is 
imposed on economic rent at the rate of 10 per cent, the landowner 
will have left an income of only $9.00 a year, which, capitalized at 
5 per cent, makes his acre of land worth $180. Taking 10 per cent 
of the annual income is equivalent to taking in one lump sum 10 
per cent of the value of the land* No one will buy this land for 
more than $180, and the purchaser, receiving SIO in rent and pay- 
ing $1.00 in tax, obtains 5 per cent on the investment, the same as 
he would have received if he had paid $200 for an acre not subject 
to the tax on its rent. 

Of course precisely the same result follows the imposition of an an- 
nual property tax on the value of the land. Taxes on economic rent 
or land value thus tend to rest as a permanent burden upon those 
who owned the land at the time of the imposition of the taxes and not 
to be passed on to later purchasers* The principle of capitalization 
applies not only to land but to any other capital instrument where 
it is not possible to shift the tax — for example, a tax on bonds. 
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Principles of Taxation 

An attribute of sovereignty. Without revenue, no government 
is able to perforin its allotted functions. And if its revenue comes, 
not from its own inherent power to tax, but as a grant from some 
otiier authority, the government is not sovereign. The power to tax 
is thus one of the attributes of sovereignty. These important prin- 
ciples are well illustrated by the history of the American people. 

During the^^ar of the Revolution, the government of the whole 
people, ^uch as it was, was in the hands of the Continental Con- 
gress. The American colonists were always sensitive to taxation. It 
was a sore point between them and Great Britain, and when the 
Revolution released them from British taxation, they were loath to 
give to their own national government adequate taxing powers. 
The Continental Congress had thus no power to tax the people. Its 
revenues consisted of grants from the several colonies or states, or 
taxes imposed only with their consent and for whose enforcement 
the Continental Congress was without authority. The fiscal affairs 
of the Revolution and indeed the whole direction of the war by the 
Continental Congress presented, in consequence, a record of im- 
potence and ineffectuality. Actually the war was conducted without 
the services of a sovereign national government. 

After the war, the states were still reluctant to surrender any of 
their sovereign control of taxation to a central government. They 
set up, under the Articles of Confederation, a government whose 
brief inglorious record of impotence was chiefly due to lack of the 
essential power to impose taxes on its own authority. 

Gradually the people came to understand that they could never 
go forward as a great and prosperous nation, taking advantage of 
their fabulous heritage of natural resources, without a real sovereign 
national government whose sovereignty included the power to tax. 

Sovereignty and taxing power in the United States. So in 1789 
the American nation was born under the Constitution of the United 

482 
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States. For the first time there was a natiomil government with un- 
disputed power to tax the wealth and the iucomes ot the people 
without the consent of any state. 

This is not to say that the new national government’s sovereignty 
or its taxing power was unlimited. What the people did was to set 
up a federal form of government. Certain limited taxing powers 
were conferred upon the national government and certain corre- 
sponding limitations placed upon the taxing authority of the states. 
The states remained the residual possessors of all sovereign powers 
of taxation not granted, specifically or by implication, to the na- 
tional government. 

As to taxing powers, the principal limitations of the Constitution 
are these: (I) neither the national government nor the states may 
impose taxes upon exports; (2) the national government has tlie ex- 
clusive power to tax imports (customs tariff) and to impose taxes 
that burden interstate commerce; (3) direct taxes the federal 
government, except income taxes (since 1913), must be ^ levied 
that the amounts collected in the several states will be in propor- 
tion to the populations of the states; (4) indirect taxes must be uni- 
form throughout the nation (meaning only geographical uniform- 
ity); (5) the states may not tax exports or imports, nor lay taxes 
burdening interstate commerce, and they are further limited by the 
fact that treaties of the national government take precedence over 
state laws. 

Judicial interpretation later developed another very important 
constitutional limitation, which is sometimes called the “immunity 
principle.'’ This means that the federal government is generally for- 
bidden to tax an instrumentality of a state government, and like- 
wise that as a general rule no state may tax an instrumental- 
ity of the federal government. The first announcement of this 
principle was in the decision of Justice Marshall in the famous case 
of McCulloch V. Maryland (decided in 1819), in which the state of 
]\faryland w^as forbidden to levy a tax upon the notes of the Bank of 
the United States, a federal institution. Similarly the United States 
Government is not permitted to tax the interest on bonds and notes 
of the state and municipal governments. 

In a federal form of government, this mutual immunity is essen- 
tial to the preservation of the sovereignty of both the national gov- 
ernment and the states. There is no such principle as between the 
states and the local governments, since the latter are not sovereign. 
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The purpose of taxation. The purpose of government is to serve 
the welfare of the stafe or of the individuals who compose the state. 
These two phrases are not identical; indeed they represent two dis- 
tinct and conflicting schools of thought. The first — which has been 
called the German school and which is represented by all total- 
itarian states, whether monarchic, communist, socialist, or fascist — 
holds that the state is above all. Its power, prestige, and continued 
advancement are the prime objects of all policy; the welfare of the 
individual members, if considered at all, is subordinated to the in- 
terests of the state. 

The second school of thought used to be called the English school 
in contrast with the German. Its attitude is in general that of de- 
mocracy. According to this school, the interests of the state are 
secondary to those of the individual. The welfare of the individual 
is the ultimate goal; the state exists only to serve the interests of the 
individuals, and the organization and operation of government are 
to be dp^ected accordingly. 

A free economy, as we have envisaged it, can exist only under this 
second concept of government. Since, as has been stated, this book 
deals with the economy of freedom, it is not necessary for us to 
enter into discussion as to the"^ relative merits of these two concepts 
of the state and the aims of government. We shall proceed from 
the premise that in the American democracy the state — the govern- 
ment — is presumed to exist and function, not for its own sake, but 
to serve the interests of the individuals who compose it. 

From this beginning we proceed naturally to the notion that the 
purpose of taxation, in the broadest sense, is to promote the wel- 
fare of the people. More specifically, we may say that the primary 
purpose of taxation is to raise the money necessary to pay the costs 
incurred by the government in the performance of its functions; 2.^., 
in rendering its services to the people. 

In contrast with this purpose, taxes may be imposed, not for the 
sake of raising money, but as the means of accomplishing some 
other objective. Such objectives are called the nonfiscal purposes of 
taxation, and we shall give them some attention later. For the 
present, we shall be thinking chiefly of taxation as imposed for the 
primary purpose of paying the cost of government. 

The quid pro quo of taxation. In general. Taxes are always a 
burden upon their subjects and so, all together, upon the whole 
community. Occasional efforts to picture taxation as in some way 
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a blessing have never succeeded. What is a blessing is the flow ol 
goserninental sersices lor which taxation pa}N the cost. I'axus ai'c 
the price the people pay for the services ol government, 01 course 
it cannot be asserted that every activity of government does actually 
confer a benefit upon the people. It is possible that, through 
ignorance or special influence, an act of government may confer no 
benefit, or may even be harmful. 

But the general presumption is that government services are 
beneficial, or at least are what the people want, and that they are 
therefore the quid pro quo for taxation. Taxes are burdensome; 
government services are beneficial. How do we strike the balance? 

If we may be permitted for the moment to employ, in a figurative 
sense, the marginal concept which we have found useful in other 
connections, we can say that the optimum amount of taxation, from 
the viewpoint of the welfare of the people, is reached when the 
marginal benefit of government services rendered ji^st equals the 
marginal sacrifice of taxes collected. At this point the people would 
be equating the marginal utilities of government services with the 
other things for which they might spend their money. If govern- 
ment did less than this, the people could gain by paying more taxes 
in order to get more government seKice and correspondingly less 
of other enjoyments. If government did more than this, the people 
would not be getting their money’s worth in government service 
for their marginal tax payments. They would receive more satisfac- 
tion if their marginal dollars were spent for other things. 

While this sort of approach may serve the purpose of stating the 
problem, it will not get us much farther. Actually the people as a 
whole do not experience pain from paying taxes, or satisfaction 
from government services. It is only individual persons who experi- 
ence pain and pleasure. The burdens and satisfactions of the whole 
community can mean nothing except the sum of the corresponding 
reactions of individual persons. The problem of ‘the quid pro quo 
of taxation thus relates to the benefits of government services and 
the sacrifices of tax payments as experienced by individuals. For 
the further analysis of this problem, we have to inquire into how 
both government services and tax levies are distributed among 
the people. 

Distribution of the burden of taxation: How ‘‘ought** taxes to be 
distributed? For generations students of taxation have been wres- 
tling with the question of how the burden of taxation ‘"ought” to 
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be distributed among the people. This is clearly an ethical question. 
Science does not undertake to answer ethical questions, and the 
science of economics cannot tell us how taxes “ought” to be dis- 
tributed. What we can do is to make acquaintance with some of the 
principal theories or formulas that have been proposed for the dis- 
tribution of taxation and seek to discover how they would work 
and what their consequences might be. 

Obviously one’s notion of how taxes “ought” tb be distributed 
will depend on his conception of the basic purpose of government. 
We shall limit our present discussion by adhering to our premise 
that the government exists to serve the individual members of the 
community, rather than for its own sake. The goal of the ideal 
formula for tax distribution will then be the welfare of the indi- 
vidual members of the state. 

Tax distribution formulas: Benefit or cost. Some persons have 
believed thau the costs of government should and could be dis- 
tributed, on the basis of the benefits received by the individual 
members of the group, or on the somewhat similar basis of the 
cost to the government of the service rendered to each person. These 
are in general the rules that determine prices charged in business 
dealings, and we have seen that they apply also to industrial enter- 
prises conducted by government. 

But when we come to the general services of government, per- 
formed for the common good rather than for the particular benefit 
of individuals, there is generally no way of measuring either the 
benefit or the cost to each person. And even if some measurable 
relationships were ascertainable, the government could collect only 
from those who were able to pay, though its general (primary) serv- 
ices must be rendered for all without discrimination. Evidently 
neither benefit nor cost is capable of providing a workable general 
rule for the apportionment of taxes. 

Ability to pay: What does it mean? Probably the tax distribution 
formula in greatest favor today is taxation according to “ability 
to pay.” This has a good sound. What could be fairer than to col- 
lect from each according to his ability? To many the meaning of 
this formula seems so clear as scarcely to require definition, and 
that taxes “ought” to be apportioned according to ability seems 
axiomatic. Once we start inquiring, however, into the precise mean- 
ing of taxation according to ability to pay, we shall find the notion 
by no means so simple and axiomatic as is sometimes assumed. 
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The first step is fairlv easy. Although some scholars hau* sought 
to distinguish between the sacrifice of paying <axes and the iaciiity 
or capacity to pay taxes, the ability theory is almost ahea\>s ex- 
pressed in terms of the sacrifice suffered by the taxpayei. Taxation 
according to ability to pay may be taken to mean (iiegati\ely stated; 
taxation according to sacrifice. 

But when we proceed to ask what is the meaning of taxation ac- 
cording to ability or sacrifice, we discover that there is no generally 
accepted answer. The fact is that the writers are divided into some 
three or four schools of thought according to their .sc\eral ideas of 
what is the object to be accomplished, and their definitions of taxa- 
tion according to ability to pay or sacrifice differ according!}'. 

Equal sacrifice: Basic assumptions. There is first the equal sacri- 
fice theory. According to this formula, taxation according to ability 
or sacrifice requires that each taxpayer lose the same (absolute) 
amount of utility as every other taxpayer. Investigation ol tiic kind 
of tax system that would produce this result is based upon tlie prin- 
ciple of diminishing marginal utility, with which the readei is 
familiar. It is assumed that ever) one’s estimate of money or pur- 
chasing power is subject to this principle; i.e., the more money one 
has to spend, the less is the utility oh one dollar to him. This may 
be expressed by the familiar curve of marginal utility, and it is 
further assumed that this curve has the same shape for all persons. 
In other words, the curve (such as mn in Fig. BO on page 488) •which 
shoves for an individual. A, the marginal utility of money to him 
in relation to the number of dollars he possesses, will show also 
this same relationship for all other persons. Thus, if A has Oa 
dollars, the marginal utility of money to him is ad; if B has Oh 
dollars, the marginal utility to him is be; and so on. 

Accepting these assumptions, we may conceive of a universal 
curve of the marginal utility of money, which would show the 
marginal utility of any quantity of money to any person, according 
to where he stood on the scale of amount of money possessed. 
Waiving for the moment the question of its precise shape, such a 
curve may be illustrated by the curve mn in Figure SO. 

The problem then is to discover what kind of tax system would 
produce equal sacrifice. In particular, wq want to know" whether 
.such a system "would be proportional, progressive, or regressive. The 
answ^ers to these questions depend on what is the precise pattern of 
jthe relationship between quantity of money possessed and marginal 
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Utility of money; i.e,, on the precise shape of the curve of marginal 
utility of money. 



>IG. 30 

As a first approximation, consider the curve mn in Figure 31. 
This curve has been, arbitrarily, so constructed that the ordinates 
measuring marginal utilities vary in inverse proportion with the 
ordinates measuring money possessed. The student who is mathe- 
matically inclined will recognize this as a rectangular hyperbola, 
whose equation is xy =z c. 

If now we assume, for the moment, that this is the curve that 
truly expresses the relation of the utility of money to the amount 
possessed, then it is clear that equal sacrifice will be accomplished 
by a proportional tax; i.e.^ a tax at a flat (uniform) rate. If B has 
twice as much money as A, he pays twice as much tax; but the mar- 
ginal utility of money to him is only half what it is to A. Hence 
the sacrifices of these two men — ^represented by the two shaded 
areas — are equal. This is easily demonstrated geometrically, the- 
base for B being double that for A, while B's median altitude is 
half that of A's. 

If, on the otiier hand, the curve that truly represents this relation- 
ship should actually be steeper than the rectangular hyperbola. 
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then B’s sacrifice under a proportional tax would be less than A’s, 
and the goal o£ equal sacrifice would require progressive laxalion. 
If the curve should actually be less steep, regressive taxation would 
be required. To sohe our problem we must know the shape o£ this 
curve. 



Fig. 31 

Testing the assumptions. How far does all this get us toward our 
goal — the discovery of the kind of tax system that would produce 
equal sacrifice? Let us examine some of the assumptions which wx 
have had to make. 

(1) We assumed a universal curve of the marginal utility of 
money. Preliminary to this, we had to assume that there is a meas- 
ure of the marginal utility of money. We have previously learned 
that it is possible to measure the marginal utility of a particular 
good to a particular person relative to, or in terms of, money. But 
it is very doubtful whether there is a corresponding measure of the 
marginal utility to this person of goods in general — which is what is 
meant by the marginal utility of money. 

Moreover it is not enough to measure the marginal utility of 
money to a particular person. We must have a common unit that 
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will measure the marginal utilities o£ different persons. This ap- 
pears to require an absolute measure of marginal utility. But we 
have learned that there is no such thing. Though A and B may 
have identical means, we cannot say that the marginal utility of 
money is the same to both. In fact, realizing the possibility — in- 
deed, the certainty — of a host of differences in their respective per- 
sonal situations, we can be sure that, except by rare coincidence, 
their marginal utilities would not be identical (even were there a 
way of measuring utilities of money). Still less can we assume that 
the marginal utilities of the different amounts of money possessed 
by A and B respectively would bear the same relation to each other 
as is borne by the utilities of these same amounts when plotted on 
the curve of one person. 

(2) Not only had we to assume the existence of a general curve 
of marginal utility of money, but we further assumed knowledge of 
the shape of. the curve. Without this knowledge our problem is 
indeterminate. Serious efforts have been made by a number of 
economists to determine the shape of the curve of marginal utility 
of money, but so far without success. It is doubtful if this quest will 
ever succeed. And considering the shaky assumptions on which the 
concept rests in the first place, it appears that, even if the answer 
sometime should be found, its practical usefulness would not be 
great. 

This is not all. The discussion so far has been in terms of a curve 
of uniform slope throughout its entire length. This assumes that, 
whatever may be the relation between quantity of money and 
marginal utility at any point, it will be the same at every other 
point. But as we learned when studying the elasticity of demand 
and supply, this sort of relationship does not have to be the same 
for all quantities. The curve (assuming there is any such curve) 
might not be of uniform slope; some parts might be steeper than 
others. We must admit the possibility that, if we had the true curve, 
it might indicate progressive taxation for certain ranges of wealth 
or income, proportional taxation for others, and regressive taxation 
for still others. As a matter of fact, this may actually be the situ- 
ation for all we know. 

The other sacrifice theories. Thus far we have been dealing with 
the equal sacrifice concept of ability to pay. But this is not the only 
possible meaning. There are at least three other ideals, known 
respectively as proportional sacrifice, equi-marginal sacrifice, and 
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niiiiimiim sacrifice. All the sacrifice theories rest on the same basic 
assumptions which we ha\e critically examinc^d in connection with 
our study of the etpai sacrifice formula. We thereiore do not need 
to explore further these other theories. 

Is sacrifice ‘^gross^^ or “net”? One further obseioation of a general 
nature must be made. In our discussion thus far of the ability or 
sacrifice theory, we have considered the direct saaifice ol pacing 
taxes, without giving thought to what the taxpayer gets in return 
in the form of benefit from government services. In other words we 
have considered the “gross” rather than the “net” sacrifice. Yet 
every taxpayer may be assumed to derive some amount of benefit 
from what the government does. By some taxpayer, it may be that 
the services are considered worth the tax; he would be willing to 
pay that much for them if they were not thus furnished by govern- 
ment. To everyone the net sacrifice of taxation must be at least 
somewhat less than the gross. 

Of course the general services of government, for which taxes arc 
collected, are not rendered specifically to particular persons — e\en 
less, sold to persons in return for definite tax payments — and it 
would be quite impossible to determine for each taxpayer the 
quantity of benefit from governmenl services that should be de- 
ducted from the sacrifice of his tax payments in order to derive the 
net sacrifice he suffers. Yet it would seem that a theory of taxation 
according to ability or sacrifice would have to take account of this. 
What w^e have is a still further cloud of uncertainty over the con- 
cept of taxation according to ability to pay. 

Conclusion. Summing up, it appears that the concept of taxation 
according to ability to pay rests upon basic assumptions which, 
if not contrary to fact, are at least so arbitrary and unrealistic as to 
make this concept both theoretically untenable and practically 
useless. 

Many people — perhaps most people — probably have the feeling 
that the marginal utility of money decreases faster than the rate at 
which the amount of money increases; in other words, that there is 
a curve of marginal utility steeper than the rectangular hyperbola. 
As is said, a man with an income of §10,000 -would feel the loss of 
1 1,000 less than the man wdth an income of §1,000 would feel the 
loss of 1 100. Assuming equal sacrifice as the goal, this w’ould point 
to progressive taxation. But this popular notion is extremely vague, 
especially as to its essential assumptions. 
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Just taxation. The rule of equity. To some it may appear that 
a sufficient rule for*" the apportionment of taxation would be to 
require that the apportionment be just or equitable. Probably 
everybody who conceives of government as in the interest of the 
individuals that compose the state would agree at once with the 
proposition that “taxes ought to be justly distributed.'’ But this is 
of little help as a practical rule of tax apportionment. As soon as 
we attempt to formulate a plan of tax distribution according to the 
specifications of the rule of equity, we are confronted with the lack 
of any absolute standard of justice. What is equity? What is justice? 
There is no answer that will serve our practical problem. About all 
we can say is that, for any community, justice is that standard 
wffiich has come to be generally accepted by the public opinion of 
the community. And even if we are ready to accept some particular 
standard, we find lack of any precise formula that would tell us 
how taxes should be apportioned. Attempts to apply the standard 
of justice usually fall back on the utility or sacrifice theories which 
we have just examined. 

As regards the details of a tax or a tax system, it may sometimes 
be possible to criticize and reach helpful conclusions by reference 
to the test of justice in accordance with generally accepted stand- 
ards. Thus, “double taxation” can generally be branded as “un- 
just.” But we are on dangerous ground even here. Tax exemptions 
and subsidies, for example, which rationally would appear to 
offend the standard of justice, are frequently accepted by public 
opinion without serious misgiving on grounds of equity. And as a 
I'uie by which to establish a broad plan of tax apportionment, the 
rule of equity provides little help. 

Progressive taxation: Introduction, In virtually all discussions of 
the problem of apportioning the tax burden, the question of pro- 
gressive taxation looms large. Ability to pay and sacrifice theories 
are inextricably involved in assumptions or questions as to pro- 
gressive taxation. And the same is true of the popular ideas of 
“just” taxation. The time has come when it will be worthwhile 
to give more searching attention to the nature and the conse- 
quences of progressive taxation. In this discussion we shall generally 
be using, not the strict technical definitions, but the more popular 
though less precise concept of progression in accordance with gen- 
eral economic power (see pp. 461-462, Chapter xxiv). 
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Is progression required by justice? We need not pause k>n^^ 
the claim that justice requires progressive tjr\ation. We have ob- 
served the absence oi aiiv standard oi justice that could make this 
claim mean anything practically. Most oi the discussion ol this mat- 
ter only begs the question. Progressive taxation is advocated by 
many on the ground that it is required by the dictates ol justice. 
But when we inquire what justice is in tax matters, we aie likely 
to find that progressive taxation is assumed as part of the definition 
of justice. 

Does ability to pay require progression? Is progressive taxation 
required by the rule of distribution according to ability to pay? 
We have already ventured the opinion that many people — perhaps 
most — would probably answer offhand, yes. But our analysis has 
shown both that the concept of ability to pay is a vague c^ne and 
that it does not necessarily recpiire progression. Some of the saci iftce 
theories reejuire progression, others do or do not according to the 
assumptions that arc made. We certaitily cannot accept as an 
established general principle that taxation according to al^ility to 
pay or sacrifice requires progressive taxation. 

The degree of progression. If there is no principle that pro- 
gressive taxation is required, either bV the rule of equity or bv the 
formula of ability to pay, still less is there any principle that would 
determine the degree of progression that might be required by 
either rule. As to this — ^whether progression ^‘should be” moderate 
or steep — we have no guide. 

‘'Equalizing fortunes.” What progi'essive taxation does do is to 
provide a force tending to modification of the existing distribution 
of wealth and income — “equalizing fortunes,” as the saying is. That 
progression has this effect is inherent in its very definiticjii. And 
obviously the higher the degree of progression, the closer will be 
the approach to equality. 

Whatever one's opinion as to the desirability of this result, here, 
it would appear, is the only rational ground for advocating pro- 
gression. Progressive taxation is “good” or “bad” depending on 
w^’hether one desires or does not desire an approach to equality of 
fortunes brought about in this way. And the answer to the question 
of the degree of progression is to be found likewise. 

Prevalence of progression. The notion of progi'essive taxation is 
a comparatively modern one, associated chiefly with income and 
death taxes. The income tax did not get under way generally in 
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Europe until around the middle of the nineteenth century, and in 
the United States, nsot until the second decade of the twentieth 
century. The significant development o£ the death taxes came, both 
in Europe and America, only in the twentieth century. Progression 
has been applied almost exclusively to these two forms of taxation. 

Income taxes are employed by thirty-four of the states. They are 
all progressive, with rates running from 1 per cent to 15 per cent. 
The median of the highest bracket rates is 5 per cent. 

All the American states but one — Nevada — have death taxes of 
some form. Many of these started with flat rates, only later intro- 
ducing progression. Those that started with progressive rates have 
generally made the progression steeper with successive amend- 
ments. At the present time progressive rates are used in ail but four 
of the states. The rates run from % per cent to 40 per cent, except 
for Minnesota, with 60 per cent, and Delaware, with 88 per cent. 
The median the top rates is IB per cent. 

The use of progressive taxation by the states as a whole appears 
modest when attention is turned to the record of progressive taxa- 
tion as employed by the federal government of the United States. 
The original income tax of 1913 imposed a normal tax, at the rate 
of 1 per cent on incomes of both corporations and individuals, and 
a surtax on individuals, with progressive rates from 1 to 6 per cent. 
From this modest beginning, progression advanced to its highest 
level in 1945, when the income tax rates were: corporations, 15 to 
40 per cent (corporations had in addition several other taxes to 
pay); individuals, 23 to 94 per cent. In the fall of 1945, these rates 
were slightly reduced, making the top rate for corporations 38 per 
cent and for individuals 91 per cent (but with a 5 per cent deduc- 
tion from the total computed tax). 

The present federal estate tax had its origin at the time of the 
First IVorld War, 1918. Developing from a comparatively modest 
beginning, its progressive rates now run from 3 per cent to 77 
per cent. 

Revenue aspects. From the revenue standpoint, progressive taxa- 
tion is not so effective as is commonly supposed. Progression may 
collect very large amounts from wealthy individuals as compared 
with what is paid by those in the lower income groups. But there 
are so few of the former as compared with the latter that, in the 
aggregate, the bulk of the revenue must come from those in the 
lower and middle classes. For example, in 1942 the entire number 
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of those reporting net incoines of S25,000 or more was only <^9,127, 
being only Yi per cent oi the 3(3, 966, 68.1 returrA for that ^eai. Ihe 
aggregate oi net incomes reported by this group made up less than 
6 per cent of the total reported. Ninety-four percent of all indi- 
vidual net income reported in 1942 %vas received by persons having 
less than §25,000 each. Eighty-two per cent was in the hands of 
those having less than $5,000 each. 

If a large sum 4s to be raised by income tax on individuals, the 
government must go where the money is. The bulk of the yield 
will have to come from the basic or “normal” rate which is paid 
by everybody. “If the normal tax is low, no degree of progression, 
however severe, can produce enough to provide an impressive total 
tax yield from individual incomes.”^ 

This is clearly illustrated by the following table, whicli shows 
the amounts that would be raised respectively by the true normal 
tax (i.e., the rate which applies to all incoines regarc|Jess ol their 
size) and the true surtax (i.e,, the progressive rates) when applied to 
a total taxable income of 44.7 billion dollars at the tax rates that 
were in effect in certain years, as estimated by the Committee on 
Postwar Tax Policy.^ 

TAX YIELD FROM A TAXABLE NET INCOME OF 44.7 BILLION 
DOLLARS AT THE RATES APPLICABLE IN 1940, 1941, 1942, 
AND 1944, RESPECTIVELY 

(In millions of dollars) 


Tax 

1940 

1941 

1942 

1944 

True normal tax 

1,788 

4,471 

8,495 

10,284 

True surtax 

1,925 

2,704 

2,799 

2,743 

Total 

3,713 

7,175 

11,294 

13,027 


Although surtax rates w'ere substantially increased from 1940 to 
1944, what caused the very much higher revenue in 1941 was the 
increase in the (true) normal rate. This was 4 per cent in 194(1, 
10 per cent in 1941, 19 per cent in 1942. and 23 per cent in 1944. 
Of the increase from 3% billion dollars in 1940 to 13 billions in 
1944, S 1/2 billions came from increasing the normal rate and less 
than 1 billion from the progressive rates. And the total yield in 
1944 came, four-fifths from normal tax, and only one-fifth from 

vThe Committee on Postwar Tax Policy, A Tax Program for a Solvent 
America. New Yoik: Ronald Press Company, 1915, p. 37. 

2/5id„p. 37. 
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progression, though the latter was at drastic rates, reaching 82 per 
cent in the top bracket. 

As a matter of fact, this illustrates precisely what the United 
States had to do when, in 1941 and 1942, the income tax was 
called upon for large additional yields. Little was obtainable from 
the progressive rates. Instead, the surtax was made applicable to 
the first income bracket, having the same effects as raising the 
normal tax; thereafter this combined initial rate was further in- 
creased as stated above. 

In the revenue act of 1942, the surtax rates ran from 13 per cent 
to 82 per cent, the highest being on the excess of income over 5 
million dollars. If the progression had instead stopped with 52 per 
cent, which was reached on the taxable income bracket $22,000- 
$26,000, the loss of revenue would have been about 249 million 
dollars, or 2.8 per cent of the total individual income tax of that 
year. The entire system of progressive surtax rates from 52 per cent 
to 82 per cent could have been thrown overboard with a loss of 
only 2.8 per cent of the revenue. 

A neutral tax system: Viewpoint. By those who recognize the 
dubious foundation of the various ability-to-pay and sacrifice theo- 
ries and who, appreciating tliat the only rational purpose of pro- 
gressive taxation is to reduce inequalities of wealth, do not favor 
the use of taxation for this purpose, there is offered another ap- 
proach to the problem of apportioning the tax load. The goal is a 
tax system that is neutral as regards the distribution of wealth and 
income; one that leaves each taxpayer in the same economic po- 
sition, relative to his fellows, that he occupied before taxation was 
imposed. 

Narrowing the field of taxation. As a first step toward a neutral 
tax system, it is suggested that, among the government functions 
presently financed by taxation, there doubtless are many items 
whose benefit or cost could be allocated wdth reasonable approach 
to accuracy. 

We have observed that it is quite logical for the government to 
charge prices for the goods and services offered to the people by 
government industrial enterprises; likewise, to collect fees where a 
charge is possible based on benefit received from government or cost 
occasioned to government by particular persons. The trouble with 
benefit or cost, as a general theory for distributing taxation, is that 
benefits or costs of the general services of government cannot be 
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apportioned to particular persons. Careful scrutiny of government 
services now supported by taxation would, howe\er, disclose numer- 
ous items which could be financed by prices or fees on a cost or 
benefit basis. 

Examples of a trend in this direction are the motor vehicle 
licenses and gasoline taxes, which are aiming toward, and in some 
cases rather closely approaching apportionment of the cost of the 
highways on the •basis of personal benefit or cost. The fact that some 
of these charges are called taxes rather than fees is, as we have seen, 
immaterial. The same principle is illustrated in the increasingly 
common practice of financing the capital outlay, and sometimes 
also the operating costs, of newly constructed parkway roads, 
bridges, etc., by tolls collected from the users. 

It is not meant to suggest that progress is all in this direction. 
There is, in fact, a trend also in the opposite direction. The field of 
government activity is being expanded by services rendered to par- 
ticular persons and financed by taxation, even though these services 
could be provided by private enterprise, or, if furnished by govern- 
ment, could be financed by prices or fees collected from those who 
receive the benefit. 

Thorough examination of all thd services of government, fol- 
lowed by substitution of prices and fees for taxation when it was 
found practicable to allocate personal benefits or costs, 'would nar- 
row the field of the general services of government and reduce by 

much the magnitude of the problem of apportioning the burden 
of taxation. 

However after all is said and done, it wdll always be true that 
the great bulk of the services of government are of a general nature, 
neither their costs nor their benefits being capable of allocation to 
particular persons. Here financing must be by taxation, and the 
problem of apportionment remains. This, it will be recalled, is in- 
herent in the definition of a tax. 

Proportional taxation. A tax system that is neutral as regards the 
distribution of wealth will be neither progressive nor regressive. 
The former tends to reduce relative inequalities; the latter to 
increase them. Neutral taxation will be proportional. Taking from 
all taxpayers the same fractional part of their resources leaves them 
in the same relative positions as before. 

The neutral tax system does not necessarily exclude progressive 
taxes, or regressive taxes, or even equal taxes. It is the whole 
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system that is neutral, not necessarily the several separate taxes o! 
which it is composed® The progressive nature of one tax may be 
offset by another tax that is regressive, so that the combined 
tendency of ail the taxes in the system is neutral. Thus it is con- 
ceivable that the progressive income tax of an American state 
might be balanced by the regressive character of its sales tax. Even 
a tax distributed equally per capita, like the poll tax, might not 
cause the whole tax system to be regressive. 

Herein lies the error of those who, starting with the premise that 
regressive taxation is “bad,’’ condemn the sales tax because it is 
regressive. A particular tax cannot be so judged. It is the tax system 
— the complex of all the difEerent taxes that are employed — that 
is to be judged progressive, or regressive, or proportional. 

A principal difference between a progressive tax as part of a 
proportional system and a tax system progressive as a whole is that 
in the former:, case there is a limit to the degree of progression. 
When the progressive rates of certain taxes have become high 
enough or steep enough to counteract the regressive nature of other 
taxes, making the whole system proportional, then the limit of 
progression is reached. Under the theory of progressive taxation for 
the whole tax system, there is, as we have seen, no rational basis 
for any limit to the degree of progression. 

Relation to ability to pay. It is not correct to say that a propor- 
tional tax or tax system has no relation to ability to pay, so long 
as one accepts any index whatever for measuring relative ability.^ 
Taking the very simplest premise — that as a general rule ability 
to pay varies directly with the amount of wealth or income pos- 
sessed — practically every modern tax (see Chapter xxiv) is positively 
related to ability to pay. The man with a large income pays more 
income tax than his friend of smaller income. The more property 
one has, the greater is his property tax. A sales tax is levied in 
proportion to purchases, which are on the whole an indication of 
relative incomes. The only tax that fails to take account of ability is 
the poll tax; it treats everybody alike, regardless of property or in- 
come or any other criterion of ability to pay. 

The trouble with the conventional theories of taxation according 
to ability to pay is that they are not content with a mere direct 
relationship, but require that taxes should vary in exact proportion 
to ability to pay. It is here, as we have seen, that we get into difficul- 
ties, difficulties which the simple proportional tax theory escapes. 
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Summary and conclusion. The conclusion seems to be inescap- 
able that there is no generally accepted formula for the distribution 
of the burden of taxation. The impracticability of apportionment 
according to benefit or cost is easily demonstrated and generally 
recognized by ail those who have given thought to the matter. On 
the other hand, the principle of distribution according to ability 
to pay or sacrifice has attained wide popularity, being to many a 
sort of article of faith. Yet critical analysis shows this theory to rest 
upon concepts that are incapable of precise definition and assump- 
tions that are arbitrary and unrealistic. Resort to the simple rule 
of equity gets us nowhere. And finally the rule of neutral or propor- 
tional taxation, though having much in its favor through simplicity 
and logic, probably does not enjoy wide popular acceptance. 

The fact is that rules, formulas, principles, and theories of tax 
apportionment have generally not played a very important role 
in tax legislation. The formula has more often rfoilowTd than 
preceded the construction of a tax system. Law-makiiig bodies 
seldom start out with an accepted formula as to the proper dis- 
tribution of the tax burden and then legislate to the pattern. 
Outside of academic dissertation, distribution formulas have 
played a role in general discussion chiefly as a means of rationaliz- 
ing tax legislation already enacted or justifying some tax program 
that is being advocated. 

In a self-governing democracy the adoption of a tax system, like 
ail other forms of legislation, is in response to a complex of in- 
fluences. Political considerations, the influence of minority pressure 
groups, and all the many factors that contribute to public opinion, 
play their part. Public opinion regarding taxation is without doubt 
influenced by the theories, vague and unscientific though they may 
be, which people entertain regarding the proper distribution of the 
tax burden. It is here that formulas of tax apportionment play 
their part and have importance, rather than as a direct guide to 
tax legislation. 

Collateral effects of taxation. Of course what taxation accom- 
plishes is the raising of money to pay the costs of government. But 
from the process, there come other consequences — sometimes fore- 
seen or even intended, sometimes not — ^which are beyond this pri- 
mary purpose and effect. Let us give attention flrst to those results 
that were not foreseen or intended, which we may call the collateral 
effects of taxation. 
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Geographical shifting i of industry. Taxation may cause geo- 
graphical shifting of ifianufacture and marketing. A tax by a state 
on manufacturing enterprises tends to force business to relocate 
in other states where the taxes are not so severe. It is for this 
reason that the American states have to be careful in their taxation 
of business. In choosing between places in the same state, a business- 
man contemplating the location of a factory will give attention to 
the relative severity of the local tax rates. 

A state sales tax encourages the people to buy from dealers in 
other states and may forte stores to move across the border into an 
adjacent state. This tendency is of course restricted by the necessity 
for retail stores to be located near their customers. But in a place 
near the state boundary, with another city just across the line, this 
matter becomes important. Many residents of New York City have 
thus avoided the city sales tax by transferring their custom to 
merchants in Fear-by places in New Jersey and Connecticut. And 
there is always the possibility of changing from the local merchant 
to the mail-order store. 

Location of population. Taxation also influences the location of 
population. Anyone who has the choice of the town in which he 
will own a home gives thought to the local property tax rate, as 
well as other town or city taxes. It is well known that certain people 
choose Connecticut for their residence rather than New York, 
because the latter state imposes a personal income tax, while the 
former does not. The relative severity of the estate and inheritance 
taxes of the several states likewise affects the choice of residence of 
some persons who have retired from active business or are other- 
wise free to select their state of residence. 

Form of tax. The form of a tax, as well as its mere presence, may 
have its own peculiar collateral effects. For example, under the 
United States federal income tax, a corporation, in computing its 
taxable net income, may deduct interest paid on bonds, but not 
dividends paid to owners of stock. This provision has a certain 
effect of encouraging the financing of business by borrowing rather 
than by the issue of capital stock. 

Extravagant business expenditure. Heavy taxation of the net 
income or profits of business enterprise has the effect of stimulating 
business expenditures beyond what would otherwise be dictated by 
sound judgment. In the days of the federal excess profits tax of the 
Second World War, many a business corporation was in the posi- 
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tioo of having to pay a tax of 80 per cent upon the last increinent 
oi its net income. Suppose the management of such a corporation 
were considering the pros and cons of an advertising campaign that 
would cost 1 100,000. If the expenditure is incurred, $100,000 will 
be deducted as a business cost, making the net income less by that 
amount. But if the expenditure is not incurred, the tax will take 
§80,000 of the §100,000 thus saved. The company may thus spend 
§100,000 at a cost to it, after taxes, of only §20,000. As was said, 
“Uncle Sam pays four-fifths of the cost.’' Often an expenditure that 
ivoiild not be considered wwth its price may w^dl foe worth one- 
fifth of its price. Thus extravagant and wasteful expenditure by 
business enterprise is encouraged. 

Incidentally, heavy business taxation of this sort defeats its own 
fiscal purpose by reducing tlie base upon which the tax is imposed. 
Business earnings tend to go into extravagant costs instead of in- 
come tax payments. 

Charitable contributions. Severe taxes in the United States in 
recent years have had a curious double effect upon charitable 
contributions. The immediate effect of heavy taxes on incomes and 
estates has obviously been to diminish the funds out of which gen- 
erous people, especially the more wealthy, make their contributions. 
On the other hand, a man who finds himself, let us say, in the 75 
per cent bracket as to his last increment of net income, may receive 
the credit for a charitable contribution of $10,000 (deductible in 
computing taxable net income) at an actual cost to him of only 
§2,500. Solicitors for many a hospital or other charity have made 
much of this argument in recent years, to the great advantage of 
their institutions. 

Effect on utilization of land. While taxation has in general a 
retarding effect upon industry, it may sometimes be true, as claimed 
by the apostles of the single tax, that a tax on economic rent 
or on land values has a stimulating effect upon the use of land. The 
owner who would otherwise hold his land idle will be forced by a 
tax, so the argument goes, to put his land to use. 

It is true that the loss he suffers by holding his land idle is 
precisely the same, whether there is a tax or not. Suppose the land 
is capable of yielding a rental of $1,000 a year, and suppose the tax 
would amount to $800 a year. If the land is taxed, the owner’s 
choice is between receiving §700 net if he rents his land, or paying 
$300 if he holds his land idle; holding the land idle means a net 



50SJ PRINCIPLES OF TAXATION 

sacrifice of $1,000. But if the land were not taxed, the difference 
between using the lan^ and holding it idle would obviously be the 
rental of $1,000. The presence of the tax would have no influence 
upon the policy of one who followed his interests strictly. 

On the other hand, it is probable that not every landowner 
calculates so meticulously as this. Paying out money for no return 
may be regarded more seriously than merely neglecting to get 
money that could be obtained. And there may be some who could 
forego a possible income, while not being financially in position 
to incur an avoidable expense. To this extent we may grant the 
stimulating effect of a tax on land. 

Effect on industry: ‘‘Incentive Taxation.” Barring this effect of 
land taxation there is no such thing as “incentive taxation,'* except 
in the sense of the schoolboy's essay on pins, in which he announced 
that “pins have saved a great many people's lives — by their not 
swallowing them." It is not taxation, but the escape from taxation, 
that can furnish an incentive to industry. One's business activity 
may be stimulated by a tax which is laid upon his competitors but 
not on himself. The tariff on imported cutlery is an incentive to the 
American manufacturer of pocketknives, who pays no such tax, as 
the production of butter is no^ doubt somewhat stimulated by the 
internal revenue tax on oleomargarine. 

Reducing the chance of profit. As we learned in an earlier chap- 
ter, it is the hope of profits that induces entrepreneurs to assume 
the guidance and the risks of business. We have noted also the facts 
of actual profits and have seen that, in the long run, the net total 
of profits and losses together is a very modest sum. 

Under a free economy, the existing prospect of profits is sufficient 
inducement to lead men to perform the entrepreneurial function 
of planning, organizing, and risk-bearing. By the same token, it is 
no more than sufficient; competition sees to that. If now we serve 
notice on the entrepreneurs that if their enterprises fail, they will 
bear the losses as usual, wheieas if they succeed, heavy taxation 
will take 50 per cent, 60 per cent, 80 per cent of the profits, then the 
odds which were formerly sufficient to lead them on will, for some 
of them, no longer be good enough, 

American investors in recent years, after carefully checking the 
prospects, have frequently decided not to put their capital into 
new business ventures, with the taxation cards thus stacked against 
them. With the odds thus rigged, many a businessman has decided 
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against carrying out his plans for adding a new %viiig to the factory 
or installing new machinery. Instead he ha^ turned 10 the refuge o£ 
bonds, which yield him their comparativeh small income, at a low 
rate indeed, but without the cares and labor and risk of business. 

Production of the goods that satisfy human \eants recfuires, in a 
free economy, the investment of capital and the performance of 
the entrepreneurs. Heavy taxation retards investment and enter- 
prise and lowers the living standard of all the people. 

Small family businesses. We have noted the great number of 
small independent businesses — individual proprietorships, partner- 
ships, and small corporations — which, in spite of the trend toward 
large-scale enterprise, still exist and flourish in the American 
economy. Many a business of this class was built up from the start 
by a man of energy, skill, and daring. During his lifetime, he 
established a business and founded a modest famih' fortune to pass 
on to his descendants, making on the way his contribution to the 
supply of goods that satisfy human beings. Occasionally such a 
business (that of the late Henry Ford is an outstanding example) 
growls to colossal size. But most of these firms are small and incon- 
spicuous, though none the less essential to the economic w^eil-being 
of the community. 

Under a tax regime of such severity as has prevailed in America 
of late, the opportunity to build up a business from small begin- 
nings by ‘‘plowing back” the current profits is not what it was. 
Taxation each year takes a large share of the profits tvhich could 
formerly have gone to increasing the business capital. It is hard to 
see how another Henry Ford could ever emerge under present con- 
ditions. What is of far greater importance, the future is much 
less promising now for all the thousands of young men who might 
like to build up their own businesses, following the example of 
their fathers. 

Moderate vs. heavy taxation. It is hardly necessary to point out 
that the importance of all these collateral effects of taxation is 
directly related to the severity of the taxes. Under moderate taxa- 
tion, some of these consequences would be of only trifling impor- 
tance, and none would be really serious. Under very heavy taxation, 
some of them become a real threat to the public welfare. It is, for 
example, not taxation in general, but extremely heavy taxation, 
that threatens to slow dowm production and low^er the standard of 
living. 
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Burden o£ compliance. Taxation is a deterrent to enterprise 
not only on account o| the money actually collected. There is also 
the expense of compliance with the law. Some o£ the tax laws are 
extremely complicated. The parts of the LInited States Internal 
Revenue Code of October, 1944, coxeriiig income tax, excess profits 
tax, gift tax, and certain other tax provisions, make up a document 
of some 330 closely printed pages. The official Regulations, relating 
to income tax alone, constitute a %olume of some^oOO good-sized 
pages. Only an expert, or a corps of experts, can understand all its 
pro^'isions and apply them to particular cases. Vet every taxpayer 
must know the law or suffer the consequence. The taxpayer must 
either ha\e a stafl of ]aw}crs, accountants, etc., in his own organi- 
zation or employ outside counsel. Voluminous and detailed forms 
must be filled out, requiring much time of the accounting and 
clerical staff of every business concern, not to mention time-con- 
suming attention by top executives. All this represents a burden of 
taxation that is beyond the payment of the actual tax due and is 
commonly overlooked in popular judgments of taxation. 

Stability of law and administration. The deterrent effect of taxa- 
tion upon industry is greatly increased when tax laws are subject 
to frequent change, or when ‘‘administrative officers have discre- 
tionary authority to modify important features of the laws. The 
businessman has to make his plans for the more or less distant 
future. Especially must he estimate the costs of future production. 
Since taxation today is one of the principal costs of business, un- 
certainty as to what his future tax liability may be is a serious 
handicap to the businessman. This is something that is overlooked 
by those who would delegate to an administrative body the discre- 
tionary power to change tax rates, in the effort to control the 
business cycle or for other purposes. 

Nonfiscal taxation: Sumptuary taxes. Sometimes the non fiscal 
effects become the primary purpose of taxation. There arc thus the 
“sumptuary taxes,” whose purpose is to control certain activities or 
the consumption of certain products that are regarded as contrary 
to the public interest. This idea is without doubt one of the forces 
that has led to the almost universal heavy taxation of alcoholic 
liquors and tobacco, and the license taxes imposed upon the manu- 
facturers and sellers of these products. The long-standing federal 
excise tax on playing cards is in some measure tinged with this 
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purpose, though there is reason to doubt its effectiveness in curbing 
the gixat American game. 

Ill most cases the sumptuary tax produces both revenue and, 
more or less successiuliy, the other ulterior effect. In general the two 
objectives are conflicting. Obviously the more successful a tax is in 
reducing the consumption of alcoholic liquor, the less revenue it 
whll yield. In the case of the 10 per cent tax upon the notes of state 
banks, imposed by the United States at the time of the Civil War, 
the primary purpose was to put a stop to the issue of the state bank 
notes. So successful was the tax in this respect that it never pro- 
duced any revenue. 

“Protection.’* The protective tariff is in some ways similar to the 
sumptuary taxes. The customs tariff generally has the double 
purpose of raising revenue and giving protection to domestic 
industries. As with the sumptuary taxes, the two purposes war 
against each other. Protection results from keeping the taxed 
foreign goods out of the country. Revenue comes only from the 
foreign goods that enter. Complete success in giving protection 
would mean no revenue at all; the most effective revenue tariff 
would be one that gave no protection. 

Sometimes a domestic industry is 'Ranted protection against an- 
other domestic industry, in this case by an internal excise tax. The 
United States excise taxes on oleomargarine, filled cheese, and 
renovated butter are for the purpose of increasing the selling prices 
of these products and so curtailing the strength of their competition 
against the butter and cheese industries. 

Law by indirection. Taxation is sometimes employed to accom- 
plish indirectly certain purposes which the government, from lack 
of constitutional authority or some other reason, is not disposed to 
attempt by direct legislation. Recently the United States Congress 
undertook the regulation of child labor in industrial employment. 
This is a matter over which the national government does not have 
authority under the Constitution. Congress therefore enacted a code 
of child labor regulations and then levied a tax upon any product 
entering interstate commerce which was produced in an establish- 
ment that did not conform to the code. This tax was held uncomti- 
tutionai by the Supreme Court. 

By a similar device, Congress attempted in 1935 to impose a 
code upon the bituminous coal industry. A tax was levied upon all 
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coal produced in the United States, at the rate of 15 per cent of the 
sale price at the ming, but the law authorized the remission of 90 
per cent of the tax to producers who accepted and lived up to the 
code. This law also was held unconstitutional, but two years later 
another act was passed containing the substance of the previous 
act, with a similar tax feature. This act was carefully drawn with 
reference to the Supreme Court’s opinion of the earlier act, and 
thus far it has not been found unconstitutional. 

Controlling the business cycle. In recent years it has been pro- 
posed to use taxation as a means of regulating the industry of the 
country and the spending and saving of the people, especially for 
the purpose of controlling the business cycle. We have already 
noted the disturbing effect that such a program might have on 
business, due to arbitrary and unpredictable changes in tax rates 
and other tax provisions. Since these proposals involve more than 
taxation, including especially control of government spending, the 
budget, and public borrowing, this topic will be more conveniently 
discussed at another place.^ 

Arbitrary extremes. Going to the extreme of nonfiscal use of 
taxation, there is almost no limit to the regulatory, or even destruc- 
tive, effects that may be acconSplished by taxation in the hands of 
a totalitarian government or one in the control of a certain class 
seeking the domination or destruction of other classes. As the great 
Justice Marshall said in the year 1819 in delivering the opinion of 
the United States Supreme Court in the famous case of McCulloch 
V. Maryland, ''the power to tax invohes the power to destroy.’" 
Taxation may be used to impoverish certain persons and enrich 
others. It may foster or kill whole industries and destroy the pros- 
perity of entire regions. It may direct the course of industry and 
trade, affect the movement and location of population, interfere 
with the distribution of wealth and income. 

Having these considerations very sharply in mind, the framers of 
the Constitution of the United States, while undertaking to confer 
upon the federal government sufficient taxing powers to permit it 
to exist and function as a truly sovereign national government, 
took pains to impose strict limits upon the powers so granted. These 
have been mentioned at an earlier point in this chapter. In the 
years that have followed, the federal government has obtained a 
considerable widening of its powers of taxation, through ainend- 

1 See Chapter xxvi. 
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ment of the Constitution and more especially through court deci- 
sions interpreting more and more liberally the constitutional limits 
upon its powers. Probably the most Car-rcaching of all steps in this 
direction was the adoption of the Sixteentii Amendment to the 
Constitution, which ga\e the federal government power to levy an 
income tax without complying with the requirement that direct 
taxes must be apportioned among the states according to their 
population. 
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American Public Finance 

The cost of government: Public expenditures and national in- 
come. In the year 1940 there were expended by government in the 
United States about I8i/^ billions ot dollars. Wc select 1940 as the 
last year before Second World War acti\ities began to dominate the 
national government’s finances. The federal government’s share was 
about 9 billions: the fortycight states spent around 3% billions; 
and the various local governments in all the states accounted for 
5 % billions. T^iese are huge sums, beyond the power of the imagi- 
nation to visualize. Somewhat easier to grasp is the fact that 
government expenditure in that year took nearly a quarter of the 
total income of the people of the United States, estimated at 77% 
billion dollars. 

If perchance the situation in 1940 may be considered abnormal, 
on account of extraordinary expenditures for social purposes by 
the federal government during the depression decade, we may go 
back to the year 1929, when the total expenditures of government 
were about 11% billions and represented 14 per cent of a national 
income of 83% billions. It will be noted that between these dates 
there was both a decline in the people’s income and a heavy in- 
crease in the cost of government. 

The record of public expenditure: General summary. The con- 
stant growth of public expenditures is an outstanding phenomenon 
of modern history. Starting as far back as reliable records will take 
us, this universal tendency appears. It applies to all types and grades 
of government: monarchies and republics, peaceful nations like 
Switzerland as well as militaristic Germany, imperial governments, 
national governments, states, and municipalities. 

The increase in government expenditures before the nineteenth 
century, however, is on the whole more apparent than real, the 
great advances in the absolute figures being substantially offset by 
such factors as diminishing reliance on goods and services directly 
rendered, growth of population, increase in territory, increased 
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wealtii oi the people, and depreciation of the monetary standard. 
But since the beginning of the nineteenth century, there has un- 
doubtedly been real growth. 

Federal government of the United States. The two tables on 
this page and the next page present a historical record of public 
expenditures in the United States of America. 

For the first seventy years of the national existence of the United 
States, the expenditures of its government were on a modest scale, 

GOVERN\IENT EXPENDITURES IN THE UNITED STATES" 

(In millions of dollars; 


Year 

Federal 

State 

Local 

Total 

1792 

5 




1800 

11 




1810 

8 




1820 

18 




1830 

15 




1840 

24 




1850 

40 




1860 

63 




1870 

310 




1880 

268 




1890 

318 

77 

487 

882 

1900 

521 

— 




1903 

517 

182 

913 

1,612 

1910 

694 

— 

— 


1915 

761 

483 

2,073 

3,317 

1919 

18,515 

625 

3,041 

22,181 

1920 

6,403 

789 

4,035 

11,227 

1925 

3,063 

1,479 

5,196 

9,738 

1930 

3,440 

2,152 

6,071 

11,663 

1935 

6,592 

2,396 

4,583 

13,571 

1940 

9,305 

3,612 

5,640 

18,557 

1941 

13,766 

3,585 

5,553 

22,904 

1942 

34,289 

3,644 

5,219 

43,152 

1943 

79,702 

3,503 

4,873 

88,078 

1944 

95,572 

3,588 

4,604 

103,764 

1945 

100,397 

3,797 

5,015 

109,209 

1946 

63,714 

4,416 

5,121 

73,251 

1947 

42,505 

4,000 

5,000 

51,505 

1948 

36,326 





1 The figures of expenditures of the federal government through 1947 are from 
the Annual Report of the Seaetary of the Treasury on the State of the Finances, 7947, pp. 
272-77; the 1948 figure is from the Daily Statement of the United States Treasury, 
June 30, 1948. The state and local figures through 1946 are from the National 
Industrial Conference Boards Cost of Government in the United States, 1927-28, New 
York, 1930, p. 2; and the board’s Economic Almanac, 7946-47, and Economic Almanac, 
7948, The state and local figures for 1947 are based on estimates by the Finance 
Department of the Chamber of Commerce of the United States. The net expendi- 
tures of the wholly owned government corporations are included in the expenditercf 
of the federal government for 1935 through S948. 
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the increase from 11 millions in 1800 to 63 millions in 1860 being 
no more than sufficiei^t to keep pace with the growth of the coun- 
try’s population, as is shown by the per capita expenditures. 

The figures for 1870 show the effect of the Civil War cost, and 
the later figures illustrate the universal truth that war not only adds 
a wartime burden of extraordinary costs, but sets a new scale of 
peacetime expenditure from which no people has ever been able to 

GOVERNMENT EXPENDITURES IN THE UNITED STATES^ 


(Dollars per capita) 


Year 

Federal 

State 

Local 

Total 

1792 

1.28 




1800 

2.03 




1810 

1.13 




1820 

1.89 




1830 

1.18 




1840 

1,42 




1850 

1.71 




1^60 

2.01 




1870 

8.03 




1880 

5.34 




1890 

5.05 

1.22 

7.73 

14.00 

1900 

6.85 

— 

— 

— 

1903 

6.40 

2.25 

11.27 

19.92 

1910 

7,54 

— 

— 

— 

1915 

7.66 

4.80 

20.61 

33.07 

1919 

177.15 

5.97 

29.09 

212.21 

1920 

60.57 

7.46 

38.17 

106.20 

1925 

26.44 

12.77 

44.85 

84.06 

1930 

27.93 

17.52 

49.45 

94.90 

1935 

51.90 

18.83 

36.02 

106.75 

1940 

70.49 

27.37 

42.65 

140.51 

1941 

103.50 

26.91 

41.69 

172.10 

1942 

253.99 

27.04 

38.67 

319.70 

1943 

583.90 

25.67 

35.37 

644.94 

1944 

692.55 

25.98 

33.34 

751.87 

1945 

719.18 

27.20 

35.92 

782.30 

1946 

451.87 

31.32 

36.32 

519.51 

1947 

297.24 

27.97 

34.97 

360.18 


return to the prewar status. Other influences contributed further 
to the growth of public expenditures, so that, from the Civil War 
to the First World War, the cost of the federal government averaged 
more than four times as much as before the Civil War, after making 
full allowance for the growth of population, 

^ Except where given in the sources, the figures in this table have been computed 
by dividing the figures of the preceding table by the mid-year estimates made by 
the Bureau of the Census of population of the United States. 
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The gigantic expenditures of the First World War readied their 
maxiiniiiii in 1919, Expenditures then drooped, but they were 
never again as low as ,1 billions. The new le\cl reached in 1925 
was four times as high as the expenditures of 1915, or three and a 
half times as high alter allowing for the increase in population. 

The next major rise in the level of federal expenditures began 
in 1982, chiefly the result of financial measures taken with the 
double purpose of counteracting the depression that followed the 
crisis of 1929 and bringing about greater equality in the distribu- 
tion of the national wealth and income. Governmental policy dur- 
ing the decade of the I98()’s tvas influenced by doctrines which 
inclined to consider public expenditure desirable in itself, as a 
means of “putting money in circulation/' stimulating purchasing 
powxr, “priming the pump/' and restoring normal industrial ac- 
tivity. From this viewpoint, all government spending carried a 
favorable presumption, tending to brush aside traditional notions 
of economy and the balanced budget. 

As a result, the expenditures of the national government rose 
rapidly, as shown by the figures for 1930 and 1940 in our tables. 
By 1940 the cost of the federal government was nearly three times 
what it was ten years before. 

From here on war takes the center of the stage. Federal expendi- 
tures in 1945 — mostly for w^ar purposes, of course — reached their 
unprecedented maximum of 100 billion dollars. 

Billions of dollars are pretty hard to visualize. The magnitude 
of the government's expenditures in this period may perhaps be 
made more realistic by considering some comparisons like these: 
The total cost of the federal government in each of the years 1944 
and 1945 was more than five times the cost of the highest year in 
the First World War (I8i/^ billion dollars in 1919). The cost in 
each of the years 1944 and 1945 equaled the total national income 
in the year 1942. Payment for interest alone in 1944 and in 1945 
was more than the total cost of the federal government in any year 
from the First World War to the depression. In the one year, 1945, 
the government spent more than in the whole nineteen-year period 
1922“40. The per capita expenditure in 1945 was twenty-four times 
what it was ($30) in the decade of the 1920's. 

Following the close of hostilities in the summer of 1945, war costs 
naturally declined, with corresponding reduction in the cost of 
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government in 1946 and 1947. Even so, military costs for defense 
were still the major feature. 

American state and local governments. It is only since the latter 
part of the nineteenth century that we have data enabling us to 
bring state and local expenditures into the picture of the growth of 
ail government costs in the United States. It will be observed from 
the tables on pages 509 and 510 that the expenditures of the states 
show a fairly consistent record of rapid increase from 1890 to 1940, 
after -which they stabilized in the neighborhood of 3 to 4 billion 
dollars. Local expenditures likewise staged a rapid increase begin- 
ning in 1890, but reached a state of comparative equilibrium some 
twenty years earlier than the state governments. 

In explanation of the contrasting records of the federal govern- 
ment and the other two grades, we note (1) that the latter do not 
have the responsibility for war and defense, (2) that they have not 
been so much influenced by doctrines of public spending for con- 
trol of the business cycle or redistribution of wealth, and (3) that 
they are more limited as to their revenue resources; this latter 
consideration applies especially to the nonsovereign local bodies. 

Distribution between federal, state, and local. In the year 1890, 
the total cost of governmentf in America w^as distributed thus: 
federal government, 36 per cent; state governments, 9 per cent; 
local governments, 55 per cent. It is interesting to note that the 
three grades of government ran very nearly abreast in the race for 
increased expenditures up to the '‘great depression,’’ In 1929, the 
distribution was: federal, 28 per cent: states, 16 per cent; local, 56 
per cent. The states had gained somewhat, at the expense of the 
federal government. 

From that time on, as we could infer from the absolute figures, 
the federal government has been steadily gaining at the expense of 
the tw^o other grades. In 1940 the federal government accounted 
for 49 per cent of the total cost of government, and in 1945, at the 
climax of war expenditures, its share was 92 per cent. Two years 
later the federal government was, according to the estimates, still 
accountable for 83 per cent of the total. 

Functional analysis. One naturally raises the question: What 
does the government spend its money for? Figure 32 presents a 
summary answer in the form of a functional analysis of the ex- 
penditures of each grade of government in the year 1941. 

These figures are intended to show the net expenditures of each 



Billions of Dollars 



1 Adapted from Bureau of the Census, Financing FedeiaU State^ and Loral 
Governments, 1941. Washington: Government Piinting Office, Sept, 1942. Table 
17, p. 54. 
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grade of government for its own functions. They therefore exclude 
payments by any unit of government to other public units, but they 
include payments made from funds received from other public 
units. For example, when a state contributes money to a town to be 
spent by it, this sum is not included in the expenditures of the 
state; it is added to the money received by the town from its own 
revenues and is included in the analysis of the town’s expenditures- 
for its own functions. 

This chart speaks for itself. Starting with the federal government^ 
it is obvious that defense is the principal function as measured by 
cost, accounting for more than half of the total. In 1941, as it 
happens, the cost of the Second World War w^as already swelling 
this item. But in any other year, even though peace prevails, the 
costs of past w^ars and of defense or provision for future wars stand 
first. This is generally true of all national governments. 

It will be observed that the next three items in order of cost are 
for work reliePand other welfare, interest, and agriculture, and that 
all the general administrative, legislative, and judicial business of 
the government required only a little over 3 per cent of the total 
money spent. 

Old age and unemployment insurance stands first among the 
objects of expenditure of the American states, accounting for more 
than one-fourth of their total expenditures. Next in order come 
highways and the various forms of welfare. Schools and hospitals 
are next, with about equal costs. 

The principal item of cost among the local governments is for 
schools, accounting for about one-third of their total costs. High- 
ways come second, and welfare third. 

The revenue system. The term “revenue,*’ in the language of 
public finance, includes all receipts of a government that add to its 
net assets. This excludes such receipts as the proceeds of loans or 
money received for trust funds that do not belong to the govern- 
ment. The great bulk of the revenues of all American governments 
is made up of taxes, and our present discussion is concerned chiefly 
with taxation. 

Federal government. We have noted that among the constitu- 
tional limitations upon the national government's taxing power is 
the provision that direct taxation (other than that of incomes as 
provided by the Sixteenth Amendment) may be employed only if 
apportioned among the states according to their population. This 
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rule made the practical task of levying a direct tax almost pro- 
hibitively difficult. Some timid experiments were made soon after 
the adoption of the Constitution and again at the time of the Civil 
IVar. But these direct taxes were ineffective and produced little 
revenue, and the attempt has never been repeated. 

From the start the national government relied upon indirect 
taxation. Of the two principal types of indirect taxes, the customs 
tariff was at the first chosen rather than the more obvious internal 
excise taxes, again on account of popular antagonism to taxation. 
While there was some half-hearted use of excise taxes up to the 
close of the War of 1812, the tariff was practically the only tax 
resource of the national government until the time of the Civil 
War. It proved, as we have learned, an erratic source of revenue at 
best, and it failed completely to meet the emergency needs of war. 

The Civil War was of such duration as to give the people time to 
overcome their traditional repugnance to internal taxation. Start- 
ing in 1862, excise taxes were enacted, which finally laid burdens 
upon almost every article of industry and commerce, and in the 
financial reorganization after that war, the excise system, though 
greatly reduced by freeing the majority of taxed commodities, ivas 
not entirely abandoned as it had b^en after the War of 1812. A 
group of excises, principally upon liquors and tobacco, remained 
and provided, not only an important source of peacetime revenue, 
but also the skeleton upon which it was possible to build quickly 
an effective system of war taxes in time of future need. Good use 
was made of this on the occasions of the Spanish War and the two 
World Wars of the twentieth century. 

For the half century following the close of the Civil War, the 
tariff and the excises shared about equally (tariff revenue being 
generally a little greater than excise revenue) in the task of pro- 
ducing the revenue needed by the federal government. No other 
form of taxation, and indeed no other source of revenue of any 
sort, was of comparable significance. For exanjpic, during the gen- 
eration ending in 1913, the combined receipts from customs and 
excises provided more than 90 per cent of the net ordinary revenue 
(f.c., excluding loans) of the national government in every year 
except one.^ 

1 In 1898 this percentage was reduced on account of a large fortuitous income 
from sale of public property to the Kansas Pacific Railroad and the Union 
Pacific Railroad. 
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Tlie federal tax system was revolutionized by the permanent 
addition of the income tax — on corporations in 1909 and on indi- 
viduals in 1913, Shoftiy thereafter the estate tax, regarded hereto- 
fore as a temporary war measure, became a fixed part of the 
system when Congress failed to repeal the estate tax of the First 
World War. 

In the fiscal year 1929 ff.e., the Uvclve months ending June 30) 
the federal government obtained its revenues (“ordinary receipts’") 
as follows: 

REVENUES OF THE UNITED STATES GOVERNMENT, 1929 ^ 



111 millions 
of dollars 

Per cent 

Customs 

602 

14.9 

Internal revenue fmiscl.) 

546 

13.5 

Income and tax profits 

2,331 

57.8 

Estate tax 

62 

1.5 

Other ordinary receipts 

493 

12.2 

Total ordinary receipts 

4,033 

100.0 


Nothing could show more clearly the revolution in the revenue 
system of the federal governii;ient. Up to 1913, as we have seen, 
the national government had relied almost exclusively upon in- 
direct taxation, leaving the w^hole field of direct taxes to the states 
and their local subdivisions. Thereafter the federal government not 
only invaded the direct tax field, but it made direct taxation its 
chief reliance. In 1929 more than half of the total ordinary receipts 
came from the income tax. Barely over one-fourth came from the 
two great indirect taxes, customs and excise, which for a generation 
before 1913 produced more than 90 per cent of the ordinary 
receipts. 

The depression following 1929 played havoc with the federal 
revenue system. The yield of the income and excess profits taxes, 
upon which chief reliance then rested, suffered a drastic decline; in 
1933 they produced only 746 millions, a loss of two-thirds of their 
yield since 1929. Total revenue receipts in 1932 and 1933 were only 
half what they WTre in 1929. 

Revenue legislation was enacted in each of the next six years. 
These acts increased heavily the rates of the income tax, both indi- 

^ Amiual Report of the Secretary of the Treasury on the State of the Finances, 1947, Wash- 
ington: Government Printing Office, 1948, pp. 276, 311. 
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vidtial and corporate, and the estate tax, and by 1938 the tield of 
these taxes had been brought back about to the level o£ 1929. 

It was the excise taxes, however, that leally came to the aid of the 
Treasury. The legislation o£ 1934-39 broadened the base of excise 
taxation and raised rates. By 1938 their yield had quadrupled, and 
their percentage contribution to the total revenue was approach- 
ing the position of the years before the income tax appeared. 

These developments are apparent in the following figures for 
1938. 

REVENUES OF THE UNITED STATES GOXT.RNMENT, 1938^ 



In millions 

Per 


of dollars 

cent 

Customs 

359 

6.1 

Internal revenue (miscL) 

2,230 

38.1 

Income and profits tax 

2,640 

45.1 

Estate and gift tax 

417 

7.1 

Other ordinary receipts 

208 

3.6 

Total ordinary receipts 

5,855 

" 100.6 


The Second World War (1941-45) imposed unprecedented de- 
mands upon the federal revenue .system. Without going into the 
details of war tax legislation, it is to be noted that no additional 
contribution was obtained from the customs tariff, and only a little 
from estate and gift taxes. The excise system, on the other hand, 
was called upon for a heavy contribution. But the chief demand 
was upon the income and profits taxes. Rates were raised all along 
the line, and the yield was prodigious. Once more the center of 
gravity of the tax system was far on the side of the direct taxes. 

Revenue receipts were at their maximum in the fiscal year 1945, 
when they totaled 46,457 million dollars. Figure 33 on page 518 
gives a picture of the principal taxes and their relative position in 
the revenue system of that year. 

It wdli be observed that, although the excises had nearly trebled 
in absolute amount, their share of the total had droppd from 38 
per cent in 1938 to 13 per cent in 1945. Income and profits taxes, 
on the other hand, yielding the unprecedented sum of 35 billion 
dollars, contributed three-fourths of the total revenue. 

The states. In the early years of the American nation, the states 
relied for revenue principally upon the property tax. As time went 


1 Ibid. 
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$19,034,000,000 



Fig. 33. tax receipts of the united states government, by 
SOURCES, 1945.^ 


1 Figures from Annual Report of the Secretary of the Treasury on the State 
of the Finances^ 1945. Washington: Government Printing Office, 1946. 
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REVENUES OF THE AMERICAN STATES, 


Sales and use taxes 
Genera! 

Motor vehicle fuel 
Alcoholic beverages 
Tobacco products 
Pari-mutuel 

Admissions and amusements 
Other 

Total sales and use taxes 

Gross receipts taxes 
Insurance companies 
Public utilities 

Total gross receipts taxes 

License and privilege taxes 
Motor vehicles 
Motor vehicle operators 
Corporations in general 
Alcoholic beverages 
Hunting and fishing 
Occupations 
Chain stores 

Amusements, race tracks 
Other 

Total license and privilege taxes 

Individual income tax 
Corporation income tax 
Property tax 
Death and gift taxes 
Severance tax 
Poll tax 

Documentary and stock transfer taxes 

Total taxes (excl. unemployment 
compensation) 

Unemployment compensation 
taxes 

Total taxes (inch unemployment 
compensation) 

Nontax revenue 

Total revenue from own sources 
Aid received from other governments 
Federal grants 
Local grants 

Total revenue from all sources 




Per rent of 

Number 

Millions 

total tax^s 

of 

of 

excluding 

states 

’ dollars 

uiiemplo)rneiit 

compensation 

23 

900 

18.1 

48 

887 

17.8 

48 

402 

8.1 

31 

199 

4.0 

20 

103 

2.1 

29 

12 

0.2 

30 

26 

0.5 


2,529 

50.8 

48 

145 

2.9 

37 

152 

3.1, 


297 

6.0 

48 

429 

8.6 

48 

33 - 

0.6 

47 

120 

2.4 

48 

67 

1.3 

48 

32 

0.6 

48 

14 

0.3 

20 

4 

0.! 

31 

4 

0.1 

48 

84 

1.7 


787 

, ^5.8 

33 

389 

7.8 

33 

442 

8.9 

46 

253 

5T 

47 

146 

2.9 

23 

90 

1.8 

10 

7 

0.1 

14 

39 

0.8 


4,980 

100.0 

48 

1,034 

20.7 


6,041 

120.7 

48 

466 

9.3 


6^ 

130.0 


743 

14.9 


24 03 

7,246 145.4 


^ Bureau of the Census, State Finances 1946, Washington: Government Print* 
ing Office, 1947. Vol. S, Statistical Compendium, Tables 5, 6, 7, and 8. 
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on, a gradual transition took place. The states step by step added 
other forms of taxation and reduced their demands upon the 
property tax, leaving^the latter more and more to the local bodies. 
In 1946 there were two states that made no use of the property tax. 
A list of the principal taxes used by the states, with the amounts 
raised by each and their relative importance, is given in the table 
on page 519. 

This table shows also the extent to %vhich the sj:ates as a whole 
receive nontax revenues and assistance from other grades of gov- 
ernment, chiefly federal aid. 

Local governments. The following table summarizes the revenues 
of the several types of local government in the year 1941: 


REVENUES OF AMERICAN LOCAL GOVERNMENTS, 194U 
(Thousands of dollars) 


Type of revenue 

County 

Municipal 

School 

districts 

Special 

districts 

Total 

From own^ revenue col- 






lection 

Property tax 

925,072 

2,213,085 

968,404 

117,172 

4,223,733 

Other taxes 

69,362 

299,037 

11,686 

1,938 

382,023 

Special assessments 

10,870 

63,181 


28,070 

102,121 

Other nontax revenue 

145,008 

' 304,949 

34,472 

59,948 

544,377 


Total own sources 
Fiscal aid 

Total revenues 


1,150,312 2,880,252 
626,810 560,018 


1,014,562 207,128 
587,955 18,881 


5,252,254 

1,793,664 


1,777,122 3,440,270 1,602,517 226,009 7,045,918 


Two significant features of the local revenue systems are (1) the 
comparatively heavy reliance on fiscal aid from other governments 
— chiefly state aid and federal aid — and (2) the predominance of 
the property tax among their own revenue sources. 

Fiscal aid made up the following percentages of total revenues: 


Counties 

35.3 per cent 

Municipalities 

16.3 

School districts 

36.7 

Special districts 

8.4 

All local governments 

25,5 


The preponderance of the property tax is shown by the per cent 
of own revenue collections %vhich this tax constitutes, as appears 
in the table on the opposite page. 

^ Adapted from Bureau of the Census, Financing Federal^ State, and Local Govern- 
ments: 1941, Washington: Government Printing Office, September, 1942, p. 9. 
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Counties 80 pn ceni 

Municipalities 77 

School districts 9S 

Special districts 57 

All local governments 81 


It is only the special districts that obtain anything like half their 
own revenues from other sources. They obtain 13 per cent from 
special assessments, and 30 per cent from other nontax revenues. 

Public borrowing: Purposes. A government borrows in order to 
counteract a deficit, realized or anticipated. The circumstances 
which cause the deficit and so compel the go\ernnient to borrow 
are various. 

In the absence of extraordinary etents which may arise to affect 
either the expenditure or the income of a goveniment, there is 
normally an approach toward agreement between the totals on the 
two sides of the account. Even in the best regulated governments, 
however, an exact balance is seldom to be looked for. Moderate 
deficits and surpluses occur from time to time, and while in the 
long run they may tend to offset each other, the periods of deficit 
require borrowing to make both ends meet. 

Such borrowing in order to meet a deficit in the ordinary running 
expenses is common to all governments. Especially in the United 
States, where budgetary procedure and financial administration are 
far from perfect, federal, state, and local governments are frequent 
borrowers for this purpose. 

No nation can meet the extraordinary expenditures of a great 
war out of its ordinary sources of revenue, hotvever heroically it 
may expand its tax system and other revenues. Moreover the mag- 
nitude of war costs is seldom foreseen by the people and their 
leaders at the war’s beginning; realization of the extraordinary 
contributions which will be required comes slowdy, and the war is 
generally well along, sometimes approaching its close, before the 
maximum financial effort of which the people are capable is 
exerted. Often a weak or unintelligent leadership purposely avoids 
calling upon the people for heavy tax contributions. 

For these reasons war generally causes large government loans. 
The American Revolution was almost entirely financed by loans. 
The cost of the Civil War was about 3 billion dollars, of which 
four-fifths was borrowed, the balance being met mainly by taxation. 
The First World War was the occasion of the most gigantic loans 
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in the history of public finance to that time. The United States 
borrowed about 24 Ijillion dollars, or three-fourths of the cost im- 
posed by the war. Great Britain expended 42 billion dollars on 
account of the war, obtaining 56 billions by means of borrowing. 
Germany, under the guidance of a w^eak and mistaken leadership, 
borrowed almost the entire amount of her %var expenditure. Finally 
all records were again broken in the Second World War, when the 
United States, for example, added 250 billion doMars to its public 
debt between June 50, 1940, and May 51, 1946. 

Local governments and members of federal governments, like the 
states of the United States, do not have to finance wars, and since 
they are seldom confronted with other serious crises, emergency 
borrowing is comparatively rare with them. 

When a government engages in an industrial enterprise of any 
magnitude, it usually finds it necessary to borrow the capital re- 
quired. When the Prussian government decided to take over the 
railway system, it borrowed the money to purchase the existing 
railroacfs from their private owners. The United States Government 
borrowed in order to construct the Panama Canal. The state of 
New York borrowed large sums to enlarge and improve the Erie 
Canal. American cities occaSonaily borrow in order to establish 
waterworks systems and other municipal industries. Governments 
also borrow not infrequently the money necessary to pay the cost 
of buildings and other public works needed for the performance 
of their primary functions. States and towns frequently borrow to 
build hospitals, asylums, and bridges; towns and cities, to build 
schoolhouses and other public buildings. 

The security back of public debts. Government debts differ from 
ordinary private obligations in that there is usually no pledge of 
security to guarantee payment. The exception to this statement 
relates to weak governments with doubtful credit, which, when 
borrowing from foreign capitalists, are sometimes required to pledge 
certain public property or certain sources of revenue. Such pledges 
are, however, the exception, not the rule, and in the case of a strong 
nation no pledge whatever is ordinarily given beyond the word of 
the government. In case of default of the ordinary public debt, the 
creditor has no recourse except either to bring suit in the debtor 
government’s own courts — ^which is not of much help if the govern- 
ment has deliberately chosen not to pay — or (if a foreigner) to seek 
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to persuade his own government to take diplomatic or, in ti.e Inst 
resort, military action against the defaulting government. 

High standing of government obligations. It ma\ appear strange, 
in the face of the foregoing, that the unsecured debts of sovereign 
powers have generally enjoved such high standing. As a matter of 
fact, government obligations, especially those of strong national 
governments, which are almost invariably unsecured, have been 
held in high favor by the investing public. Under normal condi- 
tions, governments could generally borrow at lower rates than were 
paid by other borrowers, and government obligations were gen- 
erally quoted on the markets at lower yields than other invest- 
ments. Bonds of respectable governments stood in the very front 
rank of *'gilt-edged'’ securities. 

The high standing of public obligations rests on certain char- 
acteristics of government. In the first place, the life of a government 
is not limited as is the life of an individual, and it is considered 
more enduring even than the lives of most corporations. Of chief 
significance, however, is the fact that the government’s alniity to 
meet its obligations, both interest and principal, is not dependent 
upon the success of any particular business venture. Most borrowing 
by individuals and corporations is for investment in business. If the 
business fails, the borrowers may default on the interest or on part 
or the whole of the principal. The government’s ability to meet its 
obligations rests upon the taxing power, w^hich may always be 
exerted to obtain the necessary money, provided the debt is not too 
large. The absence of security is counteracted by a most scrupulous 
regard for its financial obligations, by which governments have 
generally sought to protect their credit. 

The fact is, however, that the history of the past generation has 
impaired the high standing of national government obligations. The 
First World War placed upon certain nations a financial strain 
which was more than they could bear. As a result of budget deficits 
and reckless issue of paper money, Russia, Germany, and certain 
other great nations virtually repudiated their entire public debts. 
Other nations saw their obligations sink far below par and suffered 
serious loss of credit; among these were France and Italy. Great 
Britain and the United States were the two conspicuous examples 
of great nations which came through that struggle without serious 
impairment of national credit. 
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Since then monetary depreciation has lowered the value o£ public 
debts in many nations. The action of the United States in 1933, in 
simultaneously reputliating the gold contract in its national bonds 
and depreciating the value of the paper money in which alone the 
bonds could thereafter be redeemed, was not favorable to the credit 
of the United States Government. 

Then came the Second World War, imposing strains upon public 
credit heavier than ever before. Finally the very size of the debts o£ 
some of the leading nations — including the United States — ^is an ele- 
ment of weakness. Government obligations in only a few nations 
outside the United States today command that confidence which 
they held a generation ago. 

The national debt of the United States. The War of the Revolu- 
tion was financed principally by loans, and when the new national 
government of the United States started operations in 1789, it had a 
heritage of 52 millions of public debt — a sum which appears trivial 
enough to us'^of the present generation, accustomed to speak casu- 
ally in terms of billions, but which the people of that day regarded 
as a heavy burden upon the shoulders of the new government. 

Nevertheless one of the first acts of the government, under the 
far-sighted leadership of Alexander Hamilton, was the assumption, 
as an addition to the national debt, of the debts of the several states 
incurred in the prosecution of the Revolutionary War. This brought 
the debt up to 76 millions in 1794. American public opinion, from 
the very beginning, has looked with disfavor upon a large national 
debt and has always favored rapid payment. By 1812 the debt of 
the United States had been reduced to 45 millions. The War of 
1812, likewise financed principally by loans, brought the national 
debt up to 128 millions. 

Then commenced a period of rapid debt payment, culminating 
in 1836 in the complete retirement of the national debt, except for 
a few thousand dollars, which were unpaid because the holders had 
not presented their bonds, but for whose payment the Treasury had 
the cash in hand. This represents a unique performance in the 
records of public finance — a national debt completely paid off. 

The country was not long out of debt. Deficiencies in current 
revenues and the Mexican War restored the debt, which in 1860, 
just before the Civil War, amounted to 65 million dollars. The bor- 
rowing of this war brought the national debt to 2,845 million dol- 
lars on August 31, 1865. Once more the nation set about the task 
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of debt payment and, by a performance only less remarkable than 
its previous record, had brought the debt in^ 1893 down to 859 
millions, a reduction of more than two thirds. 

During the next quarter century, there were numerous debt 
operations, increases as well as reductions, the principal causes of 
new borrowing being the resumption of specie payment of the 
greenbacks in 1879, the currency disorders of 1893-96, the financing 
of the Spanish War, and the digging of the Panama Canal. In 1916, 
the year before the United States entered the First World War, the 
national debt amounted to about a billion and a quarter. The First 
World War was financed to the extent of three-fourths of its cost to 
the United States by borrowing. The total borrowing on account 
of this war made everything preceding pale into relative insignifi- 
cance; on August 31, 1919, the national debt amounted to 26^ 
billion dollars. 

Once again the traditional American policy of debt ]|:eduction was 
called into operation and vigorously pursued. Large appropriations 
for payment of the debt were included in the regular annual 
budgets; in addition, substantial surplus revenues were regularly 
available for debt retirement. By December 31, 1930, the debt had 
been reduced to 16 billions, a reduction of two-fifths of the debt 
in eleven years, at the rate of nearly a billion dollars a year. 

We have already noted the record of lavish public expenditure 
during the decade of the i930's. Since revenues were not corre- 
spondingly increased (during the first years they actually declined), 
the national debt rose. By June 30, 1934, all the gain made since 
the war had been lost, and at the end of the fiscal year 1940 (June 
30) the debt stood at 43 billion dollars, an increase of 27 billions 
in a decade of peace. 

The enormous cost of the Second World War was, in spite of a 
vigorous tax policy, of necessity financed chiefly by borrowing. The 
national debt reached its maximum on May 31, 1946, when it stood 
at 2721/^ billion dollars. 

The budget. Under sovereign constitutional governments, all 
taxes and other revenues and all expenditures must be authorized 
by law. This requires that at certain stated intervals the lawmaking 
body — ^be it Parliament, Congress, state legislature, or other law- 
making authority — ^must take account of the state of the public 
finances, determine what services shall be performed by the govern- 
ment, estimate the probable cost of such services, and provide taxes 
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and other income to meet the anticipated expenditures. In deter- 
mining its fiscal poUcy, the legislature will find it helpful to take 
account of the income and expenditure of the current and imme- 
diately preceding years. Such account, together with the estimates 
and plans for the coming year, is called the budget. 

The subordinate grades of government — counties, cities, towns, 
school districts, etc. — also have use for the budget. Although they 
have no sovereign power, they have been delegafed a considerable 
authority over their own finances, under which the local legislative 
body — board of aldermen, city council, town selectmen, or whatever 
it may be — determines the expenditures and at least the rates of 
taxation for the district. 

Budget procedure has been brought to a high degree of perfec- 
tion by certain governments, the most notable being the British 
Parliament. In the United States, the budget has been generally 
more honorej;! in the breach than in the observance by all grades, 
of government. Only since the First World War has the federal gov- 
ernment developed any semblance of a budgetary procedure, and 
barring a few notable exceptions, the states and municipalities have 
been no less backward. 

Development of an efficient national budget has been hindered in 
'"the federal government by the constitutional separation between 
the executive and legislative arms of government and the bicameral 
Congress, features which go a long way to explain the inferiority 
of American budget practice to that of the British. 

One of the chief weaknesses of the Congressional budgetary pro- 
cedure was the long-standing practice of having revenue legislation 
and appropriations separately handled. The former was considered 
by the Senate Finance Committee and the Ways and Means Com- 
mittee of the House, the latter by various appropriations commit- 
tees in both branches of Congress. After receiving reports of com- 
mittees, Congress enacted appropriation acts and revenue acts at 
various times during its session, and with little relation to each 
other. 

In the British House of Commons, on the other hand, revenues 
and expenditures are both considered by a committee of the whole 
house, and a budget law is finally enacted which both authorizes 
all expenditures and imposes the necessary taxes or other revenue 
measures. Obviously the American practice lacked the most essen- 
tial feature of a real budget. 
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A long forward step was taken in the United States in the Legis- 
lative Reorganization Act of 1946, which, among other things, pro- 
vided for joint meetings of the taxing and appropriating com- 
mittees of both Senate and House, from which should emerge a 
‘legislative budget for the ensuing fiscal year, including the esti- 
mated over-all Federal receipts and expenditures for such year/’ 

The balance of revenues and expenditures. Where revenues and 
expenditures are €>ut of balance, there results either a surplus or a 
deficit, reflected eventually in a decrease or an increase of the public 
debt. As we have observed, the traditional American attitude has 
strongly favored the “balanced budget”, and by and large this aim 
was accomplished throughout the history of the United States up to 
the beginning of the First World War. At that time the national 
debt amounted to barely over a billion dollars. This means that up 
to that time ordinary deficits had been matched by surpluses and 
even the borrowings of war had been mostly paid off. 

The First World War produced the inevitable dCificits of war, 
whose magnitude, as we have seen, is reflected in the increase of the 
public debt. Thereafter came an eleven-year period (1920-50) of 
surplus revenues, averaging nearly a billion dollars a year. 

The next sixteen years present a record of continuous and gen- 
erally large deficits. The record, including the last two years in 
which prosperity still smiled upon the national treasury, is sum- 
marized in the table on the following page and in Figure 34 on 
page 529. 

The reader is warned against gaining a possible false impres- 
sion from Figure 34. So high are the blocks portraying revenues and 
costs of the war years that the blocks for the decade preceding may 
look modest indeed. This would be an illusion. Actually the ex- 
penditures in the 1930*s were unprecedentedly high for a period of » 
peace, double the amount it had cost to run the government in the 
preceding decade. 

Two principal causes are accountable for the deficits of the I950’s. 

In the first place, economic depression had its effect upon the 
revenues, especially the yield of the income tax. This is clearly dis- 
cernible in the decline of receipts in 1931, 1932, and 1933, bringing 
the revenue down to only about half of the amounts received in 
1929 and 1930. The revenue legislation of the next five years, to- 
gether with improvement in general economic conditions, brought 
about a progressive increase in revenues through the fiscal year 
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UNITED STATES GOVERNMENT, 
REVENUES AND EXPENDITURES, 1929-48^ 

(Millions of dollars) 


Year 

Revenue 

receipts 

Cost 

payments 

Surplus (+) ‘ 
deficit (— ) 

1929 

4,033 

3,299 

+734 

1930 

4,178 

3,440 

+738 

1931 

3,190 

3,652 

-462 

1932 

2,006 

4,741 

-2,735 

1933 

2,080 

4,681 

-2,602 

1934 

3,116 

6,745 

-3,630 

1935 

3,800 

6,592 

-2,791 

1936 

4,116 

8,541 

-4,425 

1937 

5,029 

7,806 

-2,777 

1938 

5,855 

7,031 

-1,177 

1939 

5,165 

9,027 

-3,862 

1940 

5,387 

9,305 

-3,918 

1941 

7,607 

13,766 

-6,159 

1942 

12,799 

34,289 

-21,490 

1943 

22,282 

79,702 

-57,420 

1944 

44,149 

95,572 

-51,423 

^945 

46,457 

100,397 

-53,941 

1946 

43,038 

63,714 

-20,676 

1947 

43,259 

42,505 

+753 

1948 

44,746 

36,326 

+8,419 


Note. In this table and in Figure 34''trustfund transactions are, properly, excluded 
from the figures for the years from 1931 on. Owing to the form of the official reports, 
it is not possible to exclude these transactions from the figures for 1929 and 1930; 
The differences are not sufficient to affect seriously the record here presented. 


1938. The decline in revenues thereafter reflects the depressed con- 
dition of national industry which prevailed from the fall of 1937 to 
the middle of the calendar year 1939. 

At the same time, efforts to fight economic depression with public 
spending, starting in 1931, were getting into full swing. It will be 
noted that expenditures rose to over 8^ billions in 1936 and then 
declined slightly in the next two years. The heavy increases for 

1939, 1940, and 1941 were consequent upon the pump-priming pol- 
icy employed to meet the return of depression conditions in the fall 
of 1937. 

As a consequence of these two causes, we have a decade of un- 
balanced finance, the deficit averaging 2^4 billions a year and con- 
tinuing up to the beginning of the Second World War. The fiscal 
year 1938 came nearer to a balance than any previous year since 

^ Annual Report of the Secretary of the Treasury on the State of the Finances^ 1947. Wash- 
ington: Government Printing Office, 1948, pp. 216-1; Daily Statement of the 
United States Treasury, June 30, 1948. 
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Fig. 34 . united states government, receipts and expenditures, 

1929 - 47 " 

I The figures for this chart were taken from the table on page 528. 
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1931, but 1939 produced a deficit greater than in any year except 
1936, and the deficit for 1940 was even higher. 

From 1940 to 1946, war dominates the fiscal scene, and deficit 
financing becomes inevitable. The deficit attained its maximum in 
1943 at 56 billions and stayed in that neighborhood through the 
next two years. The year 1946 shows the effects of the end of hos- 
tilities, wdth a substantial decline in expenditures, a slight falling 
off in revenues, and a smaller, though still very -lieavy, deficit of 
22 billion dollars. 

The budget was balanced for the first time since 1930 when in 
1947 there was a surplus of 754 million dollars and in 1948 a surplus 
of 8,419 millions. However, both revenues and expenditures were 
in these two years at the unprecedented peace-time level of over 
40 billion dollars, and the post-war programs for tax reduction and 
for expenditures of large sums in aid of foreign countries, for the 
expansion of the military services, for veterans' benefits, and for 
other establislied governmental services provided little encourage- 
ment for any reduction in total expenditures or for the continuance 
of any substantial surplus during the next few years. 
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Interregional Trade and Investment 

The bases of interregional trade: General characteristics. Ail 
trade is, to a lesser or greater extent, interlocal trade; i.e., trade 
between persons (physical or legal) domiciled in different localities. 
When the distance between such localities is significant, we speak of 
interregional trade. 

It is well to keep in mind that all trade is conducted between 
physical or legal persons, not between geographical divisions or 
entities. This is true even of state-conducted trade, when the part- 
ners are governments of the various countries. The question of 
motivation appears in each case; whether partners in trade are 
individuals, corporations, or governments, and whether trade is 
interlocal, or international. 

International trade is that wdiich takes place between parties 
domiciled in different political states; it represents a special variant 
of interregional trade, in which the fact that the parties are of 
several independent governments, each of which has regulatory 
powers over the economic processes that are currently taking place, 
creates new and often difficult problems. We shall be concerned, 
first of all, with the more general case of interregional trade; then 
we shall explore the special problems of international trade. 

Inhabitants of different regions and localities trade with each 
other, fii'st of all, in order to acquire goods which they lack in ex- 
change for goods which they can spare. This motive is probably 
the oldest known to history. It represents even today the hard core 
of trade which is kept up even under systems of most exacting trade 
restrictions.^ But, except when trade is highly restricted through 
government regulations, this motive is only one of several and ac- 
counts for a relatively small part of interregional (and interna- 
tional) commerce. 

The second motive for trade is to acquire, from the outside, goods 
which cannot be produced as well or as cheaply within the given 

1 See Chapters xxix and xxx. 
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locality or region. A region may have a special advantage over other 
regions in the production of certain articles. This advantage can 
be due to the geological conditions of the region, to its climate, to 
its cultural history, and in the case of national units to its size. 

Causes of interregional specialization. To illustrate, let us con- 
sider several typical instances: 

(1) A region may have coal or iron deposits so much poorer than 
those of other regions that it is much more economical to import 
these raw materials from the richer deposits than to extract them 
from the poorer ones. 

(2) A region may have a less fertile soil than another and will find 
it more advantageous to import wheat, let us say, than to try to 
grow it. 

(3) The climate of a region may not be as favorable to the 
growth of certain fruit or vegetables as that of other regions; again 
it may be preferable for this region to import the higher-grade 
product from elsewhere rather than to grow its own. 

(4) A 'region’s past development may not have encouraged the 
acquisition of certain skills which, in some other region, are more 
widely present among the population; imports will make available 
the goods produced by the greater skill of the other region. 

^(5) The larger size of country A will make it possible for its in- 
dustry to develop methods of mass production which the industry 
of country B cannot use owing to that country’s smaller size. Coun- 
try B will then find it advantageous to import the mass-produced 
commodities from A. 

The principle of comparative advantage: Absolute advantage. 
All of these examples illustrate cases where one region (or coun- 
try) has an absolute advantage over another in the production of 
some particular good. The uneven distribution of mineral re- 
sources, of climates, and of human skills throughout the planet is 
the most powerful reason for trade, and the bulk of trade is due to 
the existence of these divergencies. The fact that some areas and 
countries have an absolute advantage in the production of certain 
goods while other areas or countries have an absolute advantage in 
the production of other goods, explains the importance of special- 
ization and of the division of labor. The following hypothetical 
case will be helpful to a better understanding of this principle. 

Let us suppose that country A and country B can produce either 
wheat or corn, but that A has an advantage in the production of 
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wheat, while B has an advantage in the production of corn. To 
make the example concrete, let us say that, with the expenditure 
of a unit of labor and capital (composed of so- many hours of labor, 
so much machinery, fertilizer, etc.), A can produce either two 
bushels of wheat or one bushel of corn, while B with the same 
expenditure of effort (one unit of labor and capital) can produce 
either one bushel of wheat or two bushels of corn. Then if A and 
B each spend two units of labor and capital and each produce both 
corn and wheat, the result will be: 

A 2 bu. of wheat + 1 bu. of corn 

B 1 bu. of wheat -f 2 bii. of corn 

Total 3 bu. of wheat -f 3 bu. of coin 

If each country spends its two units in the production of the 
good in which it has a real advantage the result will be as follows: 

A 4 bu. of wheat 

B 4 bu. of corn 

Total 4 bu. of wheat 4 bu. of corn 

In this case there is a gain in total product of one bushel of wheat 
and one bushel of corn, but neither country wants to be without 
the other grain. Rather than do without corn entirely, A would be 
willing to spend one unit in producing a bushel. Let us then furtj^ 
assume that A exchanges wheat for corn with B at the rate of one 
bushel of wheat for one bushel of corn.^ If two bushels are sold, 
each country would have wheat and corn, as follows: 

A 2 bushels of w^heat + 2 bushels of corn 

B 2 bushels of wheat -I- 2 bushels of corn 

Comparing this table with the first one, we see that A has gained 
a bushel of corn and B has gained a bushel of wheat as the result, 
of specializing in production and exchanging the surplus. 

Thus the absolute advantage in production leads to specializa- 
tion and trade, and trade brings benefits to both partners. 

Comparative advantage. What would happen if one area or 
country had an absolute advantage over another in every single 
item of production? Would there be any possibility for trade be- 
tween them? Such situations present themselves in real life, and it 
is a fact of experience that trade develops in spite of them. It is one 
of the early accomplishments of economic theory to explain how 

iln these illustrations we ignore the transportation charges. 
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this can be and to account for trade between two areas, one of 
which can produce everything more efficiently than the other. 

To explain the sitifation let us assume two other countries, C and 
D. Country C with one unit of labor and capital can produce 
either fifteen yards of cloth or one ton of steel. Country D with one 
unit of labor and capital can produce ten yards of cloth or half a 
ton of steel. C has an advantage in the production of both cloth and 
steel, but its advantage in the production of steel is greater. Com- 
pared with C, D has no advantage in the production of either 
commodity, but its “least comparative disadvantage'' lies in the 
production of cloth. 

If each country devotes one unit of labor and capital to the 
production of cloth and two units of labor and capital to the pro- 
duction of steel, the amounts produced by each will be as follows: 

C with 3 units 15 yards of cloth + 2 tons of steel 

D with 3 units 10 yards of cloth -f 1 ton of steel 

To^tal 25 yards of clolh + 3 tons of steef 

If however with the same expenditure of effort as before, C 
specializes in the production of steel, in which its comparative ad- 
vantage is greater, and D specializes in the production of cloth, in 
which its comparative disadvantage is less, the amounts will be as 
fellows: 


C with 3 units 3 tons of steel 

D with 3 units 30 yaids of cloth 

Total 30 yards of cloth -f- 3 tons of steel 

From the standpoint of total production this specialization has 
brought about a gain of five yards of cloth, but this is of no par- 
ticular interest to either country unless the terms of exchange are 
--such that each country can gain thereby. C would be unwilling to 
sell steel for less than fifteen yards of cloth a ton, since it would be 
more profitable to manufacture the cloth at home; D, for the same 
reason, would be unwilling to pay more than twenty yards of cloth 
for a ton of steel. A rate of eighteen yards of cloth for one ton of 
steel falls within these limits, and we will assume that this is fixed 
and that C sells D a ton of steel for eighteen yards of cloth. Then 
we find, after the exchange has been effected, the following sit- 
uation. 


G 

D 


18 yards of cloth -}- 2 tons of steel 
12 yards of cloth -f 1 ton of steel 
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Comparison of this with the first table will show that G has 
gained three yards of cloth while D has gained two yards of cloth. 
In spite of C’s greater productive advantage in both industries, it is 
worth its while to specialize and exchange products with D. Of 
course the people of D still have less to show for their efforts than 
the people of C, but they would have even less if they were unable 
to specialize on cloth and get their steel by exchange. 

The principle of comparative advantage. From these examples 
may be drawn an important generalization known as the principle 
of comparative advantage. It is to the advantage of a country or 
region to devote its energies, not to all the lines of production in 
which it may have superiority, but to those in which its superiority 
is greatest, provided trade gives it the opportunity to secure the 
other goods from abroad. Likewise the country which has no line 
of superiority will find it advantageous to devote its energies to 
those lines in which its inferiority is least marked, provided the op- 
portunity of trade with other regions is open to it. 

This principle of comparative advantage is stated in formal lan- 
guage as follows: A country gains by concentrating its energies in the 
production of those goods in which it has the greatest comparative 
advantage or in which it has the leas't comparative disadvantage. 

Regional specialization and interregional trade thus proma&e 
economy in the use of the productive forces of society. By utilizing 
the most fertile soils and the richest mines, by turning labor and 
capital into the industries for which each region is best suited, so- 
ciety as a whole has a greater quantity of consumable goods to share 
among its members, and each region is enabled to secure a greater 
quantity of consumable goods than otherwise would be possible. 

If however the law of comparative advantage really holds^ 
good, why should not each country, or each section of each country, 
concentrate on the production of one article only and secure all 
the other goods it needs by exchange? The answer is found in 
the principle that the existence of a comparative advantage in the 
production of any commodity depends to some extent upon the 
quantity produced. There is a limit to the economies of large-scale 
production, and sooner or later all industry operates under condi- 
tions of increasing cost. A rising marginal cost of production is an 
indication that the comparative advantage in the production of 
additional units of the good is becoming less. 
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The United States, for example, has such decided advantages in 
the production of wheat that it regularly has a surplus of several 
hundned million busfiels for export, but if it were to attempt to 
supply the entire world with wheat, the cost per bushel would rise 
far above that which would obtain in other wheat-producing coun- 
tries, or even in some at least of the countries which now import 
wheat. Rather than pa}' the price which in such circumstances 
would be necessary to remunerate the American farmers for their 
efforts, foreigners would buy wheat from other sources or grow 
wheat at home. 

The law of diminishing returns therefore sets limits to specializa- 
tion, and we find few products of any consequence in the world’s 
commerce which are produced in one region exclusively, just as we 
find fexv important regions with only one industry. 

Applications of the principle of interregional trade: Imports and 
exports. A proper appraisal of the effects of regional specialization 
upon productive efficiency makes it possible to appraise correctly 
the impoTtance, not only of foreign trade in general, but also of im- 
ports and exports taken separately. Under the most primitive eco- 
nomic conditions, people exchange goods of which they have an 
ample supply for goods, obtainable elsewhere, which they lack. The 
pmpose of ''exports'’ here is clearly to pay for the "imports”; to 
obtain the latter is obviously the intent of the transactions; the 
former are merely a means of attaining that purpose. This is why 
it may be asserted that imports are the principal aim of trade, and 
that we export in order to be able to pay for our imports. 

This is a much more sensible and correct view of the significance 
of foreign (or interregional) trade than is another view, widely 
represented in the United States and elsewhere, that the most im- 
"portant thing in foreign trade is to export. Popular opinion tends 
to attach far too much importance to exports, far too little to im- 
ports. 

This misplaced emphasis goes back to the mercantilists (six- 
teenth to eighteenth centuries), who regarded an export surplus 
as being desirable per se and considered the influx of precious 
metals, resulting from an export surplus, as the only real addition 
to a nation’s wealth that is brought about by foreign trade. Basing 
their argument on somewhat different grounds, modern followers 
of the mercantilists regard exports as desirable per se because they 
are believed to add to employment, while they hold imports to be 
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iindesiiable because, by substituting foreign goods for domestic 
ones, they are believed to reduce employment. 

But as Adam Smith made very clear in his attack on the mer- 
cantilists, the fundamental consideration is the relative supply of 
goods fit for human use. Imports are important because they add to 
the quantity and variety of goods available to the population of a 
certain region or country. 

As stated before, the country as a whole pays for imports with 
exports, but this is not the only reason for exports. In a world 
where the regional division of labor has progressed far, interre- 
gional trade is indispensable to reap the benefits of this division of 
labor. What is true of the division of labor between individuals liv- 
ing in the same community is true of groups of individuals inhabit- 
ing various regions of the same planet. By specializing on some one 
pursuit, the individual produces goods, not only to satisfy his own 
needs and those of his family, but to satisfy a wider market de- 
mand. In the absence of this wider market, he could not specialize 
so fully. 

Similarly the industry of a particular region, under a system of 
interregional division of labor, will produce to satisfy, not only the 
needs of that region, but also those hi a broader, often world-wide, 
market. Again in the absence of the wider market, the indu§ixy 
could not reap the benefits of large-scale production. For such in- 
dustries, exports are as essential as sales at home. For them the 
foreign markets are a part of the total demand which supports 
production at greatest efficiency. They do not export in order that 
others can import; they export in order to dispose profitably of 
the output which they are capable of producing. 

We conclude therefore that imports and exports are both essen- 
tial to a regional or national economy for two reasons: firsC 
because both follow from the regional division of labor and spe- 
cialization, leading to more efficient production and higher living 
standards; second, because the population of a region or country, 
taken as a whole, pays for imported goods with the proceeds of 
exports. 

Multilateral trade. Primitive barter consisted in a direct ex- 
change of goods for goods between two parties. The goods sold and 
bought had to be of equal value; otherwise the transaction could 
not take place. This restricted the scope of trade as well as the 
scope of the division of labor. 
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After the invention of money, the operation ‘‘sale’' became di- 
vorced from the operation “purchase.” The seller did not have to 
make immediately a purchase of a value corresponding to that of 
his sale. As the means of payments acquired a widening accepta- 
bility, he did not have to buy from the same person to whom he 
had made a sale, nor even from a person within the same region or 
country; the two operations became dissociated in space as well as 
in time. Important consequences followed. 

Country A might buy from country B goods of a value smaller 
than the value of its exports to B, and at the same time buy from 
country C goods of a value greater than that of its exports to C. 
This meant that its trade with B and C, taken separately, would be 
unbalanced. However the proceeds obtained from the export sur- 
plus to B would pay for the import surplus from C, and A’s trade 
with B and C (jointly considered) might balance. 

This is what we call “triangular” settlements of accounts, or 
triangular trade. If we apply the same principle to all the countries 
of the world, we obtain the notion of multilateral settlements and 
multilateral trade. 

Here again we have an application to interregional trade of the 
principles which govern relatidns between individuals living in the 
smjie locality. If we wish to obtain a clear understanding of inter- 
regional and international trade, we must always keep in mind that 
they are but special aspects of trade in general and are governed 
by the same fundamental principles that govern all other forms of 
trade. Thus multilateral trade allows the widest possible applica- 
tion of the principle of interregional division of labor and special- 
ization of production; any limitation imposed by government action 
upon multilateral trade restricts the division of labor and results 
eventually, in a lowering of standards of living. Yet in the past 
two decades, the practice of “bilateralism” — i,e,, of balancing trade 
between a country and each of the other countries — has grown 
in scope and has found many advocates in some areas of the world. 

There are two reasons for this revival of primitive barter in the 
form of bilateralism. One is the breakdown, in the early 1930’s, of 
the system of international payments; the second is the growth of 
economic nationalism^ The establishment and maintenance of an 

1 See Chapter xxix. Bilateralism offers to the stronger partner the possibility 
of economic domination of the weaker one, which is important for a national- 
istic state engaged in the pursuit of power politics. 
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effective system of international payments is the most effective way 
to safeguard, in the future, the survival of multilateral trade.^ 

International prices. One of the important effects of interna- 
tional trade (and generally of interregional trade) is to establish 
connections on an international plane between prices of goods pre- 
vailing in the different local markets. This leads further to the crea- 
tion of links between the price structures of the various regions 
and countries, and between their respective economic developments. 

International or world prices are prices for specific commodities, 
which prevail at a given time all over the world. These prices are 
not uniform, owing to transportation costs.^ Moving goods from 
one point to another on the earth's surface involves costs, and these 
costs have to be paid by the buyers of the transported goods. Other 
things being the same, wheat will be more expensive in England 
than it is in the wheat belt of the United States, or in Alberta, Can- 
ada. Coal will be more expensive in Italy than in the Saar, and so 
forth. When the costs of transportation are very high in comparison 
with the price of the commodity transported (both per uhit of the 
commodity), we cannot, strictly speaking, refer to a world price of 
that commodity; when such costs are relatively small, we can. 

There is a further limitation to the notion of international prices. 
It is only meaningful and useful when applied to commodities^Qf 
great importance to the world economy and of standard quality. 
It is the existence of standard quality which makes possible the 
equalization of price (allowing for the differentials due to trans- 
portation costs). When in a given country the price of a standard- 
ized good, say wheat, goes up above its world level plus transporta- 
tion charges, profits can be made by shipping wheat to that country, 
and these shipments will bring prices down to their world level. 
Alternately, if the price of wheat is below the world level in some* 
other country, it will be advantageous to export wheat from that 
country, which again will bring about a price equalization. f 

This process of simultaneously buying in the cheapest market 
and selling in the highest is called arbitrage. It is only applicable 
to standardized merchandise and it represents the process by which 
world prices are established. 

1 See Chapters xxviii and xxix. 

2 We shall disregard here artificial barriers to international trade, such as 
tariffs, quotas, etc., since the effect of these barriers is to interfere with the 
establishment of world prices. 
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The ability to specialize to advantage is evidenced by a rela- 
tively low cost of production, which enables the producers of one 
region to undersell tnose of other regions, and the opportunities 
for the extension of regional specialization and trade are brought to 
light by differences in the prices of the commodity in the various 
markets. Under competitive conditions price serves as an automatic 
control over regional division of labor and interregional trade. 

Industrialization and interregional trade. One o^ the fairly wide- 
spread misconceptions about international trade consists in view- 
ing that trade as essentially an exchange of raw materials produced 
in certain areas of the world for manufactured goods produced in 
other areas. According to that view it is unwise for industrialized 
countries to encourage or assist the industrial development of coun- 
tries whose products are principally raw materials, because by so 
doing they will deprive themselves of future markets for the out- 
put of their own industries. It is necessary to make clear this point 
of view because, if accepted and acted upon, it would have a stifling 
effect upon the division of labor and upon standards of living. 

Facts point in the opposite direction. The volume of foreign trade 
grows as the economic development of a country takes forward 
strides. In 1938 out of a totad value of United States exports of 
3-1194 million dollars, 521 million went to Great Britain, 575 mil- 
lion to the industrial countries of Continental Europe, and 476 
million to Canada. Compare the 146 million dollars’ worth of ex- 
ports to the rest of Europe (not counting the Soviet Union) and 70 
million to the Soviet Union. It stands to reason that an industrial- 
ized India ^ could absorb more American goods than the 38 million 
dollars’ worth imported in 1938, and an industrialized China - more 
than the 52 million dollars’ worth imported. 

The fallacy we are dealing with here arose presumably from 
the fact that the British trade in the first half of the nineteenth 
century consisted very largely of exporting manufactured goods and 
importing raw materials, but this was a very exceptional situation. 
All through history the exchange of manufactured articles for other 
manufactured articles, and of raw materials for other raw ma- 
terials, has represented a significant part of interregional and 
international commerce. 

The industrialization of underdeveloped areas of the globe re- 

1 Including Burma and Ceylon. 

2 Including Manchuria. 
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suits in demand for imported machinery and equipment, for im- 
ported technical skills, and for imported manufactured consumer 
goods. Eventually the growing countries begin to export manu- 
factured goods, in the production of which they have either abso- 
lute or comparative advantages. The industrial growth of the back- 
ward areas is an incentive to the further growth of the advanced 
areas. 

In each case growth involves changes and readjustments in the 
economic structures of the respective countries. It is a matter of 
experience that the advanced countries are often resistant to change, 
and that trade barriers are erected to avoid change. These are 
reactionary practices, an aspect of economic nationalism, and they 
are eventually paid for in terms of lower standards of living — in 
advanced and backward areas alike — than would prevail were 
the process of growth and change allowed to proceed undisturbed.^ 
The structure of world trade.- Some statistical data will be help- 

WORLD IMPORTS AND EXPORTS, 1938 



IMPORTS 


EXPORTS 


GROUP 

In millions 

Per 

In millions 

Per 


of d^ajilars 

cent 

of dollars 

cent 

British Commonwealth 

8,040 

32.7 

5,857 

26.7 

United States and overseas territories 

2,366 

9.6 

3,228 

T4":7 

France and overseas territories 

1,781 

7.2 

1,332 

6.1 

Netherlands and overseas territories 
Belgium, Belgium Congo, and 

1,262 

5.1 

1,130 

5.2 

Ru an da-Urundi 

802 

3.3 

776 

3.5 

Italy and overseas territories 

752 

3.1 

562 

2.6 

Spain and overseas territories 

169 

0.7 

119 

0.5 

Portugal and overseas territories 

153 

0.6 

82 

0,4 

Union of Soviet Socialist Republics 

268 

1,1 

257 

1.2 

Germany 

2,222 

9.0 

2,162 

9.8 

Japan, Korea, Formosa 

728 

3.0 

817 

3.T 

All other countries 

6,040 

24.6 

5,597 

25.6 

World total 

24,583 

100.0 

21,917 

100.0 


fui in appraising the importance and the characteristics of interna- 
tional trade. There is no way of compiling comparable data on 

^ See League of Nations, Industrialization and Foreign Trade. New York: 
Columbia University Press, 1945; Brown, A. J., IndusiriaUzation and Trade. 
London: Royal Institute of International Aiiairs, 1943; Staley, Eugene, World 
Economic Development. Montreal: International Labor OiSice, 1944. 

^ Cf. League of Nations, The Network of World Trade. New York: The Columbia 
University Press, 1942. Figures on world trade used in this chapter, if not otherwise 
identified, are quoted from this important volume. 
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interregional trade taking place within a given country, as the 
statistics are rarely if ever available. The table on page 541 shows 
how some of the impof tant political subdivisions of the world shared 
in 1938 in world imports and exports.^ 

The following table gives an idea of the composition of world 
exports by groups of merchandise in 1937: 

Per cent of total 
ejQjorts 


Foodstuffs and live animals 22.1 

Materials, raw or partly manufactured 39.0 

Manufactured articles 38.9 

Total 100.0 


It will be seen that nearly two-fifths of world trade consists of 
manufactured goods; the figure would be higher if we included 
semimanufactured goods as well. Since tariffs and other barriers to 
trade tend to Jimit trade in manufactured articles more strictly 
than trade in raw materials and foodstuffs, the proportion of the 
former in the total trade of the world would be substantially higher 
than shown by the 1937 figures if the world were to adopt free 
trade. ^ 

Foreign trade of the United States: ^ Volume. It is not possible to 
give here detailed information about the foreign commerce of the 
United States, but the broad data contained in the tables that 
follow will provide the reader with the most important facts per- 
taining to the quantity, general character, and development of 
United States imports and exports. In view of the exceptional dis- 
turbances of the war years and of the unsettled situation at the end 
of the war, the statistics given deal with the prewar period. 

During the war years the exports of the United States grew tre- 
mendously, reaching the value of 8 billion dollars in 1942, 12.8 bil- 
lions in 1943, and 14.1 billions in 1944. Imports remained con- 
siderably more stable; the corresponding figures for 1942, 1943, and 
1944 are: 2.8 billion dollars, 3.4 billions, and 3.9 billions. 

^ It will be noted that the figures for world imports and world exports do not 
coincide in our table. This is due to the inclusion in imports of transport costs 
between the frontiers (or ports) of the importing and exporting countries, amounting 
in 1938 to about 12 per cent of the value of world exports. {The Network of World 
Trade, op. cit., p. 16.) 

® Cf. Hal B. Long and Associates, The United States in the World Economy, U. S. 
Department of Commerce, Economic Series No. 23. Washington: Government 
Printing Office, 1943. 
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Value figures give, of course, only an approximate idea of the 
evolution of foreign trade on account of the fluctuations in prices. 

FOREIGN COMMERCE OF THE UNITED STATES 
(In millions of dollars) 



EXPORTS 

IMPORTS 

EXCESS OF EXPOR' 


OR IMPORTS ( 

1800 

70.9 

91.0 

- 20.1 

1820 

69.7 

74.4 

- 4.7 

1840 

123.7 

98.2 

25.5 

1860 

333.6 

353.6 

20.0 

1880 

835.6 

667.9 

+ 167.7 

1900 

1,394.5 

849.9 

+ 863.0 

1910 

1,744.9 

1,556.9 

+ 188.0 

1920 

8,228.0 

5,278.5 

+ 2,949.5 

1925 

4,910.0 

4,227.0 

+ 683.0 

1928 

5,129.0 

4,091.0 

+ 1,037.0 

1930 

3,843.0 

3,061.0 

+ 782.0 

1932 

1,611.0 

1,323.0 

+ 288.0 

1934 

2,133.0 

1,655.0 

+ 478 0 

1937 

3,345.0 

3,084.0 

+ 261.0 

1939 

3,123.0 

2,276.0 

+ 843.0 


During the great depression, for example, prices fell so heavily that 
the value of imports and exports w^:s more considerably affected by 
this factor than by the actual decline in the volume of goods traded. 
Commodity character of foreign trade. The accompanying table 

COMMODITY CHARACTER OF EXPORTS AND IMPORTS IN PER- 
CENTAGES OF TOTAL EXPORTS AND IMPORTS 
OF THE UNITED STATES 


IMPORTS DOMESTIC EXPORTS 


COMMODITY 

I860® 

1937* 

I860" 

1937“* 


Per cent 

Per cent 

Per cent 

Per cent 

Crude materials 

11 

32 

68 

22 

Crude foodstuffs 

13 

14 

4 

3 

Foodstuffs wholly or partly manu- 

factured 

17 

15 

12 

5 

Manufactures for further use in 

manufacturing 

10 

21 

4 

21 

Manufactures ready for consumption 

49 

18 

11 

49 

Total 

100 

lOO 

lOO 

lOO 

Total (in millions) 

S354 

$3,012 

$316 

$3,295 


® General imports for year ending June 30. 

^ Imports for consumption for calendar year. 
® Year ending June 30. 

^ Calendar year. 
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gives for selected years the commodity character of the foreign 
trade of the United States. 

These figures tell thl^ story of a revolutionary change in the char- 
acter of the foreign trade of the United States, indicating the 
growth in relative importance of the nation's manufacturing indus- 
tries. In i860 the nation exported 72 per cent of its goods in crude 
form. In 1937 ail but 25 per cent of the domestic exports were 
partly or wholly manufactured, and the percentage* of consumable 
manufactures had increased from 11 to 49. On the import side the 
converse is seen to hold true. The percentage of imported manufac- 
tures ready for consumption declined from 49 in 1860 to 18 in 
1937; the percentage of goods partly fabricated but requiring 
further processes increased; and the percentage of raw materials im- 
ported increased greatly. 

The direction of foreign trade. The following table shows the 
destination of exports and the sources of imports for great trading 
areas in recent years: 


FOREIGN TRADE BY GREAT TRADE REGIONS 
(Annual averages. Values m millions of dollars) 


NORTH AMERICA 


Northern Southern America 


OCEANIA AFRICA 


xear 

> 

Per 

73 

> 

Per 

73 

> 

Per 

73 

> 

Per 

73 

> 

Per 

73 

> 

Per 

73 

> 

Per 

Exports: 

1910-14 

320 

14.8 

181 

8.4 

121 

5.6 

1,350 

62.3 

121 

5.6 

48 

2.2 

25 

1.1 

1921-25 

627 

14.3 

445 

10.1 

297 

6.8 

2,318 

52.7 

499 

11.3 

141 

3.2 

70 

1.6 

1926-30 

820 

17.4 

403 

8.4 

448 

9,4 

2,236 

46.8 

574 

12.0 

177 

3.7 

110 

2.3 

r 932 

246 

15.3 

119 

7.4 

97 

6.0 

784 

48.7 

292 

18.2 

37 

2.3 

36 

2.2 

1934 

308 

14.4 

178 

8.3 

162 

7.6 

950 

44.5 

401 

18.8 

57 

2.7 

77 

3.6 

1936 

392 

15.9 

225 

9.2 

204 

8.3 

1,043 

42.5 

399 

16.2 

79 

3.2 

114 

4.7 

Imports: 

1910-14 

119 

7.0 

229 

13.5 

207 

12.2 

836 

49.5 

259 

15.3 

17 

1.0 

23 

1.3 

1921-25 

397 

11.5 

514 

14.9 

421 

12.2 

1,049 

30.4 

943 

27.3 

54 

1.6 

71 

2.1 

1926-30 

480 

11.9 

460 

11.4 

546 

13.5 

1,211 

30.0 

1,193 

29 6 

53 

1.3 

91 

2.3 

1932 

181 

13.7 

157 

11.9 

201 

15.2 

389 

29.4 

362 

27.4 

8 

0.6 

24 

1.8 

1934 

238 

14.4 

161 

9.7 

229 

13.8 

489 

29,6 

490 

29.6 

15 

0.9 

33 

2.0 

1936 

381 

15.7 

237 

9.8 

292 

12.0 

718 

29.6 

708 

29.2 

36 

1.5 

51 

2.1 


The quantities are given both in terms of value and in percent- 
ages of the totals of exports and imports respectively, thus portray- 
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ing both the absolute and the relative importance o£ the different 
regions of the world in American foreign trade. 

We cannot attempt an exhaustive study of the trade relationships 
revealed by this table, but attention sho^ild be called first of all to 
the great, though declining, importance of Europe in American 
foreign trade. In 1936 she took about 43 per cent of the total exports 
of the United States and provided nearly 30 per cent of the im- 
ports. Of the total exports to Europe, 40 per cent was in the 
form of crude materials; foodstuffs amounted to 15 per cent; semi- 
manufactured goods, to 16 per cent; and finished manufactures, to 
29 per cent. As might be expected, imports from Europe consisted 
chiefly of manufactured goods, both finished and partially finished. 

The importance of the trade with North America, attributable 
almost entirely to the trade with Canada, is striking. Commerce 
with the southern part of North America — in which the Cuban 
trade bulks largest — shows a decline, both absolutely and relatively, 
after a period of slight growth. The trade with tli§ countries of 
South America, on the other hand, has grown materially since 
1910. In part this may be ascribed to the privileged position which 
the United States enjoyed during two World Wars, but in the main 
it is a reflection of the complementary nature of the production of 
the United States and of many countries of South America. A 
natural basis exists for the exchange of the coffee, nitrates, tin, 
hides, etc., of South America for the manufactured goods of the 
United States. 

Another feature deserving of mention is the position of Asia. 
In the twenty-seven years covered in the table, American imports 
from Asia have more than doubled, and exports to Asia have almost 
tripled. Raw silk, rubber, tin, furs, hides and skins, jute, and other 
raw materials predominate in the imports from Asiatic countries, 
while exports to Asia consist mainly of manufactured goods. 

Imports. The table on the next page shows the value of the ten 
leading articles imported into the United States in 1936. 

Judged on the basis of value, these ten items are the most im- 
portant articles imported. A mere glance at the list will suggest 
how essential most of these products are to the economic life of the 
people. But it would require a painstaking study of the hundreds 
of different items coming from all parts of the w-orld to enable one 
to appreciate fully the extent to which economic life is dependent 
on foreign sources of supply. In addition to the goods already 
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LEADING IMPORljs OF THE UNITED STATES IN 1936 
(In millions of dollars) 


Crude rubbei 

158.7 

Cane sugar 

157.9 

Coffee 

134.0 

Paper and pajjer manufactures 

110.1 

Raw silk 

102.4 

Paper base stocks 

98.9 

Vegetable oils 

85.3 

Furs and fur manufactures 

81.6 

Chemicals and related products 

80.0 

Tin ' 

75.5 

Total 

1,084.4 

Total imports 

2,423.0 


mentioned, we should find many minerals and other raw materials 
— such as nickel, manganese, antimony, jute, and flax — which in 
America are produced r ot at all, or in insufficient quantities. There 
would be mapy manufactured goods which perhaps the American 
people could produce, but which they can get with less effort by 
trade, such as fine woollens from England and watches and lace 
from Switzerland. We should discover also many articles of food — 
tea, coffee, cocoa, and out-of-season fruits and vegetables — ^which 
could be secured at home only at prohibitive cost. 

' Of recent years there has been much talk of the advantages of a 
self-contained nationalistic economy, to be attained presumably 
by the erection of prohibitive tariff barriers. A study of the prob- 
lems raised by the prouictive tariff will be taken up in a succeeding 
chapter, but it may ncft be out of place here to point out that a 
study of its imports icon convinces one that even the United 
States, with its wide dxpanse of territory and its diverse natural 
resources, could not hjope to proceed very far in that direction 
unless the people were willing to alter substantially their mode of 
life and submit to a dipinctly lower standard of living. 

Exports. The table (in the opposite page gives the values of the 
ten leading exports fro^ the United States in 1936. 

The sum total of thd exports is a part of the price which has to 
be paid for the imports and other services from abroad. The exports 
are the goods in the pijoduction of which American advantages are 
greatest. By devoting time and energy to their production the im- 
ported goods are secured on easier terms than would be the case 
if they were to be pro(iuced at home (assuming this to be possible). 
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or it capital and labor were to be devoted to making other goods 
in America for sale abroad. 

LEADING EXPORTS OF THE UNITED STATES IN 1936 


(In millions of dollars) 


Cotton, raw 

361.0 

Machinery 

334.9 

Automobiles 

240.2 

Petroleum and its products 

179.0 

Tobacco, unmanufactured 

137.3 

Chemicals and related products 

116.9 

Iron and steel-mill products 

111.9 

Fruit and nuts 

80.6 

Coal and coke 

56.6 

Copper, ore, and manufactures 

50.5 

Total 

1,668.9 

Total exports 

2,456.0 


It is because a country’s exports represent the most efficient 
means of acquiring certain desired goods that every country is 
properly concerned with the condition of its export tra*He. Any 
factor, domestic or foreign, which interferes with the free outflow 
of exports decreases the purchasing oower of a nation in foreign 
markets and tends to lower the standard of living. 

There is another reason why a nation may view the volume aruL 
character of its export trade with some anxiety. While it is true 

UNITED STATES EXPORTS OF LEADING COMMODITIES 
IN RELATION TO PRODUCTION 

Percentage exported 



1914 

1929 

1933 

1936 

Tobacco, leaf® 

47,2 

41.2 

39.3 

33.4 

Cotton^ 

62.6 

54.8 

65.6 

56.1 

Wheat® 

19.7 

17.9 

5.4 

2.5 

Copper, refined 

54.8 

36.2 

41.0 

32.1 

Refined mineral oils 

37.9 

19.6 

11.9 

9.9« 

Industrial machinery 

— 

13.3 

11.2 

13.3 

Agricultural implements and machinery 


25.1 

29.8^ 

10.6 

Automobiles 

4.5 

12.0 

7.3 

8.0 

Office appliances 

23,6 

30.2 

26.1 

23.1 


® Based on production figures for the preceding calendar year and exports for 
the year ended June 30. 

* Based on production figures and exports for the year ended July 31. 

® Exports include flour. 

^ Data are for 1931. 

* Data are for 193S. 
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that production for the foreign market is on the average a fairly 
small part of total production, in particular industries the foreign- 
market production iiiay amount to a very large fraction of total 
output. The table on the preceding page gives for selected industries 
the percentage of total production in the United States which was 
exported in four selected years. 

These are the more conspicuous examples, but many industries 
could be cited which have customarily exported np to 10 per cent 
or so of their total output. Quite naturally anything which inter- 
feres with the foreign market of such industries is a serious matter, 
for the loss of 10 per cent, or even less, of the total market may 
mean the difference between producing at a profit and at a loss. 
The loss of foreign markets is of immediate practical concern, not 
alone to the particular producers immediately involved, but to the 
nation as a whole. If foreign markets are closed to an appreciable 
extent, the depressing influence is not confined to the export in- 
dustries but tends to be generalized and cumulative. In the course of 
time labor and capital, thrown out of use in the export industries, 
can be diverted to other uses and equilibrium achieved anew, but 
not without irreparable loss. 

World trade after Second' World War. The reconstruction of 
;^V 4 :)rld trade was a much more difficult task at the end of the Second 
World War than it was at the end of the First World War. By 1939 
the international division of labor, never fully restored after 1918, 
had become seriously disorganized. The breakdown of international 
trade in the depression of the early 1930’s was followed by the 
growth of bilateralism, first adopted by the German government 
and then by several others, as an aspect of the economic mobiliza- 
tion for war. The war of 1939-45 itself completely disrupted the 
remaining channels of international commerce. 

The concentration of foreign trade in the hands of government 
-departments made much headway during the war, and today the 
great issue is between free-enterprise foreign trade and state-con- 
trolled trade. The former leans inevitably towards the multilateral 
pattern; the latter, towards bilateralism. 

We shall deal in a later chapter with the question of economic 
nationalism; here it is important to indicate that the movement 
towards state trading tends strongly to increase the scope of re- 
strictions which national governments place on the operations of 
international trade. The United States has constituted itself a lead- 
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ing champion of nondiscriminating, multilateral trade, conducted 
by private individuals and firms. Leaving aside the political aspects 
of the problem, its economic aim is to take trade out of power 
politics and make it an instrument for the creation of wealth and 
prosperity rather than of military predominance. 

The wider the area over which trade follows the lines of economic 
advantage and not those of political expediency, the greater will be 
the benefits derived by the peoples of the various countries. As far 
as the United States is concerned, this accomplishment is hampered 
by popular acceptance of the fallacious idea that exports are more 
important to well-being than imports. The American tariff still 
interferes with importing, especially of many manufactured articles 
produced abroad which the public might otherwise enjoy. 

Foreign investments: Their nature. We speak of foreign invest- 
ments when capitalists or public bodies of one country invest 
money in the securities or businesses of another country. As in the 
case of domestic investments, we must distinguish between credit 
and ownership investments. The former take the form of Bonds or 
other evidences of debt; the latter are operating investments or 
* ‘direct” investments in business enterprise. 

Loans may be made by private persons or governments either 
to private foreign borrowers or to foreign government, including, 
provinces or states and municipalities as well as national gov- 
ernments. Direct or ownership investments are, however, generally 
private. Each of these types of financial transactions presents its 
own unique problems but at the same time is affected by the prin- 
ciples common to all international credit transactions. 

Purposes of foreign borrowing. An international investment 
transaction may be initiated in either the capital-importing coun- 
try or the capital-exporting country. Private persons or governments 
of one country may seek capital from another country because of 
the absolute or relative scarcity of capital in the domestic market. 
A private enterprise borrows or sells stock abroad to obtain funds 
which are either not available at home or are available at home 
only on onerous terms. Governments likewise borrow abroad be- 
cause this is the only, or the cheapest, source from w^hich to obtain 
capital. 

While private companies seek capital abroad to finance their 
operations, governments borrow for a variety of purposes. Under 
unusual circumstances, they may borrow to reinforce their mone- 
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tary systems against adverse conditions in the balance of their for- 
eign trade, or to provide for reconstruction following a major war. 
Normally their borl'owings are undertaken to finance their eco- 
nomic development or their military preparedness. Since our pres- 
ent interest is in the normal functioning of international finance, 
the following discussions will be directed primarily to investment 
transactions undertaken to promote the long-term economic de- 
velopment of the borrowing country. 

Economically the obtaining of capital abroad enables a country 
to import more than it exports for a more or less extended period. 
Current exports of the less developed areas of the world are in- 
sufficient to provide the funds to pay for the imports required for 
their development, and foreign capital makes possible for them the 
excess of imports over exports which their desired development re- 
quires. It therefore follows that a country receiving foreign capital 
will concurrently receive a net inflow of goods. ^ 

A state-socialistic nation with a powerful and ruthless govern- 
ment, if its own rate of capital formation is too slow to provide 
the desired degree of economic development, may so regulate its 
domestic economy as to speed up that rate rather than borrow 
abroad. By enforcing long hobirs of work and by keeping down the 
^^standard of living of the people, it may increase both the total 
national product and the portion thereof devoted to capital forma- 
tion. Thus it exacts from its own people the means to provide 
roads, dams, power plants, industrial equipment, and capital in 
general. 

Such a government may also obtain the imports needed for its 
economic growth, without resorting to foreign loans, by the forced 
sale of exports and by restricting drastically so-called nonessential 
imports, through the use of stringent controls on imports and 
by dumping or subsidizing of exports. Of course these alternatives 
to normal interchange of capital through international investments 
are available only to a strongly entrenched authoritarian govern- 
ment and can be exercised only at the sacrifice of individual eco- 
nomic and political freedom and of a possible higher standard of 
living. 

The need for foreign investment funds is therefore greatest under 

1 Although a country may at the same time both import and export capital, 
it is the difference between the values of the two movements wdiich determines 
for this discussion whether the country is receiving or providing capital. 
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relatively free international trade. Then it is that free people en- 
deavor through foreign loans to improve their standards of living 
by advancing industrialization. This possibility of improved living 
conditions is today more strongly realized than ever before, and 
most governments are pledged to policies aimed at its realization. 

Purposes of foreign lending. In the making of foreign invest- 
ments, the private investor and the government are motivated by 
essentially different purposes. The private investor constantly seeks 
opportunities for those uses of his accumulated savings which offer 
the highest possible returns consistent with the degree of security 
and extent of control which he considers desirable. He buys for- 
eign investments when their terms are to him more attractive in 
these respects than alternative investment opportunities at home. 

Governments however are influenced in lending abroad by other 
considerations. These considerations, though they can involve eco- 
nomic purposes and objectives, are more apt to be of a political 
nature. ^ 

During the nineteenth century, not only were the prospective re- 
turns of foreign investments more attractive and their risks less 
forbidding, but private capital itself was more venturesome, so that 
much of the industrialization and economic growth of that century 
was financed with private funds. During the past three decades,^ 
foreign investments have declined in popularity, and private capi- 
tal has become more timid, as the spread of nationalism and 
socialism over the world has limited the opportunities for private 
venture capital. Governments and their lending agencies have 
turned toward this function, and their lending has thus tended to 
become more economic in character. 

When once a country has, with the aid of foreign governmental 
loans, made a substantial beginning in its industrialization, invest-*' 
ment opportunities in continuing the process become more at- 
tractive to private investors. As between loans and direct invest- 
ments, the experience of the United States during the past twenty 
years would indicate that the direct investments offer the greater 
promise. 

The transfer of payments. The soundness of domestic invest- 
ments depends upon the solvency of the borrower or of the com- 
pany in which funds have been invested on an ownership basis. In 
the case of foreign investments, an additional consideration — and a 
very important one— relates to the mechanism of foreign payments. 
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Within any given country there is no problem of transferring pay- 
ments from one region to another. This fact is due to the existence 
of a common monetary unit and of complete freedom of trade. 

It is in transactions between separate countries that the problem 
of transferring payments arises. The national currency of a country 
usually has buying power only within the confines of that country; 
movements of precious metals provide only a temporary means of 
settling accounts; and eventually payments between nations must 
be carried out by means of an export surplus achieved by the pay- 
ing country and of an import surplus achieved by the country 
receiving the payment. 

Under conditions of multilateral trade, there is no need for the 
debtor country to send to the creditor country goods of the value 
of the payment due, nor need the creditor country accept goods 
directly from the debtor country. It may well be that the respective 
economic structures of the two countries are such that the one 
cannot absorb*" an adequate amount of goods produced in the other. 
It is sufficient for the success of the transfer that the debtor coun- 
try achieve an appropriate export surplus in its trade with the rest 
of the world and that the creditor country have a corresponding 
import surplus in that international trade. The foreign exchange 
^markets of the world will then take care of the rest. 

The international investment position of the United States. The 
depression of the IQSO’s and the Second World War have played 
havoc with the world economy in general and with foreign invest- 
ments in particular. England, formerly a large creditor, has come 
out of the war as a debtor nation on balance. The creditor position 
of the United States has been greatly weakened. Indeed by the end 
of 1944 this country was creditor on balance on long-term account 
only, but was a debtor on balance if we include short-term liabili- 
ties. This was, of course, an entirely temporary situation, due on 
the one hand to losses on foreign investments, and on the other to 
the inflow of short-term funds from abroad — funds sent here for 
safety just before the war and after its outbreak. Since the end of 
the war, the United States Government, both directly and through 
the Export-Import Bank, has extended substantial foreign loans, 
and public and private foreign investments have increased. 

The United States is today the only major creditor country of the 
world, and the only one likely to expand its creditor position con- 
siderably in the next decades. The other countries in this category 
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include Canada, Switzerland, and Sweden. Although several other 
countries, while remaining debtors on balance, are likely to resume 
foreign investments once their own reconstruction is completed, 
the position of the United States as the world’s leading source of 
investment capital for export is unique. 

The International Bank for Reconstruction and Development. 
To effect the transition from government loans to private invest- 
ments, the International Bank for Reconstruction and Develop- 
ment was established in 1945. Its purposes may be stated as follows: 

*‘(i) To assist in the reconstruction and development of territories of 
members by facilitating the investment of capital for productive purposes, 
including the restoration of economies destroyed or disrupted by war, the 
reconversion of productive facilities to peacetime needs and the encour- 
agement of the development of productive facilities and resources in less 
developed countries, 

“(ii) To promote private foreign investment by means of guarantees 
or participations in loans and other investments made by private investors; 
and when private capital is not available on reasonable terms, to supple- 
ment private investment by providing, on suitable conditions, finance for 
productive purposes out of its own capital, funds raised by it, and its other 
resources. 

“(iii) To promote the long-range balanced growth of international 
trade and the maintenance of equilibrium in balances of payments by 
encouraging international investments for the development of productive ^ 
resources of members, thereby assisting in raising productivity, the stand- 
ard of living, and conditions of labor in their territories. 

“(iv) To arrange the loans made or guaranteed by it in relation to 
international loans through other channels so that the more useful and 
urgent projects, large and small alike, will be dealt with first. 

“(v) To conduct its operations with due regard to the effect of inter- 
national investment on iDusiness conditions in the territories of members 
and, in the immediate postwar years, to assist in bringing about a smooth 
transition from a wartime to a peacetime economy.” ^ 

The bank established in the pursuance of these objectives is an 
experiment in cooperative international finance. Its authorized 
capital was set at 10 billion dollars, to be subscribed by the govern- 
ments of member states. The subscription of the United States is 
3,175 million dollars, that of Great Britain 1,300 million. 

1 Cf. U, S. Department of State, United Nations Monetary and Financial Con- 
ference. Final Act and Related Documents, Publication 2187, Washington, 1944; 
Heilperin, Michael A., International Monetary Reconstruction, New York, Amer- 
ican Enterprise Association, 1945; National Planning Association, The Stakes of 
Bretton Woods, Washington, 1945. 
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Only 20 per cent of the subscribed capital is paid in; the rest con- 
stitutes a guarantee fund to be drawn upon in case of need. The 
bank can guarantees or extend loans to the limit of its subscribed 
capital; these loans to be made, except in special circumstances, 
‘‘for the purpose of specific projects of reconstruction and develop- 
ment” — an expression which includes loans for the purpose of 
monetary stabilization. 

The bank can either guarantee loans issued in {he private capital 
market, or give loans from its own funds or from funds borrowed 
by itself in the market. It is possible that the operations of the bank 
may do more than supplement private investments and replace 
purely governmental loans. Assuming that its credit is established 
and it has made a reputation for itself, the bank may, through its 
guarantees and participations, reopen the doors to the international 
flow of private capital. As a multi-currency institution, operating in 
the currencies of all its members, it would naturally be interested in 
stable internaitional monetary relations. 



CHAPTER XXVIII 


Foreign Exchange and the International Balance of 

Payments 


Initial assumptions. In our approach to the study of foreign ex- 
change it will be convenient to eliminate for the time being certain 
complicating factors of recent years. The difficulties which confront 
the student of contemporary foreign exchange arise partly from the 
general abandonment of the gold standard and partly because of a 
variety of controls, exercised by governments or by central banks 
in pursuance of governmental policy, affecting exchange opera- 
tions or transactions which would involve the exchanges. 

We shall examine some of these problems in the next chapter, but 
for the present we will assume (1) that the countries which we are 
considering are on the gold standard, implying thereby that all 
forms of money within each country are ultimately redeemable in 
the country's standard gold coins and that the rights of free coinage, 
export, and import of gold may be freely exercised by private per- 
sons, and (2) that there are no formal exchange controls which 
interfere with the operations of a competitive market in foreign 
exchange. Such were the conditions which existed with respect to 
the exchanges of all the leading industrial nations in the period 
prior to the First World War, and it is within the bounds of possi- 
bility that they may again be attained at some time in the future. 

* Financing exports. Our first problem — one which is much the 
same whatever the monetary systems on which the exchanges are 
based — is to investigate the mechanism which is available for 
financing exports and imports of goods. The simplest approach to 
this is by way of the study of typical examples of export and import 
transactions. Let us therefore assume that Richards 8c Green of 
New York has sold Harris 8c Company, Ltd., of London, a certain 
number of bales of cotton for £1,000. Now it is evident that the 
ordinary forms of currency used in domestic trade are not available 
for payment in this case. The universal currency for international 
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payments is the bill of exchange, and we may assume, what would 
almost always be true in such a case, that the terms of the sale have 
called for a bill oft exchange to be drawn by Richards 8c Green 
on Harris 8c Company, Ltd. The bill will be in the following form: 


No. 726 New York, December 29, 1929 

Pay at sight to the order of the New York Bank 
One Thousand Pounds Sterling 

(signed) Richards & Green 

To Harris & Company, Ltd. 

London, England 


The bill of exchange is an instrument of such importance that 
we must pause here to formulate its precise definition, which is as 
follows:<^^ bill of exchange is an unconditional order in writings 
signed by one person (called the drawer) directing a second person 
(called the drawee) to pay a third person (called the payee) or his 
order a certain sum of money at some definite time in the future. 
It will be noted that the example given above conforms with this 
definition. 

When Richards 8c Green ships the cotton it secures from the 
steamship company, or possibly from a railroad company, if the 
shipment is to be made from an inland warehouse, a bill of lading, 
which not only shows that the company has received a certain 
number of bales of cotton and has agreed to transport them to 
England, but also serves as the evidence of ownership in the cotton. 
Anyone in possession of a properly endorsed bill of lading can 
secure the cotton from the steamship company, and it can be se- 
cured in no other way. Marine insurance must be taken out on the 
shipment in order that the owner may be protected if the cotton 
suffers loss or damage during the sea voyage. 

Richards 8c Green next takes the bill of exchange, with these two 
documents (bill of lading and insurance policy) and possibly others 
attached, to its bank, the New York Bank, for sale. The bank knows 
nothing about the reliability of Harris 8c Company, Ltd., but it 
knows that Richards k Green is an old, well-established house with 
a reputation for financial straightforwardness. If it buys the bill o£ 
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exchange it will acquire a credit instrument bearing the signature 
o£ a responsible officer of this firm and having the same standing 
as a promissory note signed by the same officeV. If Harris fe Com- 
pany, Ltd., fails to meet the bill when presented for payment, the 
bank can enforce payment from Richards & Green. 

Furthermore the bank acquires possession of the bill of lading, 
which will give it the title to the cotton. Now cotton is a staple 
article, not perishable, and commanding at once a definite price in 
all the important markets of the world. If the worst should happen 
and the bank could not collect from Richards 8c Green, it could 
sell the cotton and still not lose much. Relying therefore on the 
responsibility of Richards 8c Green and on the cotton as collateral 
security, it purchases the bill of exchange at the rate prevailing in 
the market at the moment for bills of that character. The rate, 
let us say, happens to be $4.84^ per pound sterling, and Richards 
8c Green therefore receives $4,840 in cash. The exporting firm has 
thus received payment for the cotton in American dollars immedi- 
ately after shipment and has no further interest in the transaction, 
save for its contingent liability. 

The bank now sends the bill, with the documents still attached, 
to the London Bank, with which iL^has correspondent relations, 
with instructions that it be presented at once to Harris 8c Company, , 
Ltd., for payment and that the proceeds be credited to the account 
of the New York Bank. Harris 8c Company, Ld., thereupon pays 
the bill in British currency and receives the bill of lading, which 
entitles it to claim the cotton from the agents of the steamship 
company. 

We may summarize these stages in the financing of the export of 
cotton as follows: (1) Richards 8c Green draws a bill of exchange 
on Harris 8c Company, Ltd., for £1,000. (2) Richards 8c Green sells 
the bill of exchange (with documents attached) to the New York 
Bank for $4,840. (3) The New York Bank sends the bill and the 
documents to its correspondent in London, the London Bank. (4) 
The London Bank collects £1,000 from Harris 8c Company, Ltd., 
and surrenders the bill of lading. (5) The New York Bank's deposit 
account with the London Bank is credited by £1,000. 

Financing imports. A similar example will aid us to visualize the 
several steps involved in the financing of an import. We assume 

1 The student will realize that this rate reflects conditions of 1929 when both 
Great Britain and the United States were on the gold standard. 
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that White 8c Company of New York has purchased £800 worth of 
cotton goods from R. J. Littlefield of London. It would be quite 
in accord with conWercial practice for Littlefield to draw a bill 
of exchange on White 8c Company, thus reversing the process 
described in the previous section, but trade practice frequently 
places the responsibility of making payment, as well as of securing 
payment, on the American merchant. 

We may assume then that in this instance White 8c Company is 
required to place Littlefield in possession of £800 in cash or its 
equivalent in London. This it can do by purchasing from its banker 
a bill of exchange such as the following, often called a demand or 
sight draft. 


No. 918 New York, January 5, 1930 

At sight pay to the order of R. J. Littlefield 

Eight Hundred Pounds Sterling 

and charge the same to our account. 

(signed) 

New York Bank 
To 

The London Bank 


The New York Bank sells this bill of exchange to White 8c Com- 
pany at the prevailing rate for bankers’ demand drafts, which we 
will assume to be $4.87. The draft therefore costs White 8c Com- 
pany $3,896. White 8c Company sends the draft by mail to Little- 
field, who presents it at the London Bank and receives £800 in 
cash, which amount is debited to the account of the New York 
Bank. 

Other international transactions. While the financing of the 
import or export of goods usually forms the largest part of inter- 
national financial transactions, there are innumerable other trans- 
actions between individuals, corporations, and governments in one 
country and individuals, corporations, and governments in other 
countries which require the transfer of funds from one country to 
another and thus give rise to a demand for, or a supply of, bills 
of exchange. 
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As an example we may assume that a New York investment house 
has been authorized to sell an issue of bonds for the British govern- 
ment. In all probability the investment house -would use the pro- 
ceeds from the sale of the bonds to purchase from a New York 
banker a bill of exchange on a London banker drawn to the order 
of the British Treasury. It would thus add to the demand in New 
York for bills of exchange on London, When the interest on these 
bonds became duo the British Treasury might authorize its agent 
in New York to draw a draft on the Treasury for the amount of 
the interest payments. To secure dollars for actual payment to the 
bondholders, the agent would offer this draft for sale to a New 
York banker and thus add to the supply of bills of exchange in 
New York on London. 

It is unnecessary for us to examine each of the many international 
transactions — shipping, banking, insurance, personal services, and 
the like — performed for or by persons in a given country, but it is 
essential to realize that we can know little about the total demand 
and supply of bills of exchange until we have a complete “picture 
of all such transactions. 

The role of the banks in exchange. The part which the bankers 
play is that of middlemen. It would iifdeed be possible for the im- 
porters to buy bills of exchange from exporters and to remit thes§ 
to their creditors. In the past this has been done, but today virtually 
all bills are, in the first instance, either sold to or bought from the 
bankers. The banker has a wide circle of customers importing and 
exporting every known ware and dealing with all the markets of 
the world, and he is able to buy and sell drafts in all currencies 
and in all amounts at a moment’s notice. An importer of goods 
from China can secure a draft payable in Shanghai or Hongkong 
with no difficulty, and furthermore he knows and the Chinese ex- 
porter knows that the risk of loss inherent in a banker’s draft is 
much smaller than in a draft drawn by one commercial house on 
another. Because of these advantages it is not surprising to find 
the banker at present the focal point of the foreign exchange 
market. 

Middlemen always expect to sell what they buy and to make 
their profit by charging a higher price for the good than they paid 
for it. Bankers do not differ from other middlemen in this respect. 
Their willingness to buy bills of exchange and thereby to acquire 
bank credits abroad arises from the fact that they expect to be able 
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to Utilize these credits by selling their own drafts at a higher rate. 
It is the margin between the banks’ buying rate and their selling 
rate which gives tltem their profit in exchange transactions. 

The exchange market. The exchange rate responds in so sensitive 
a manner to the play of the forces of demand and supply, and there 
is such a vast quantity of transactions in foreign exchange in New 
York and other centers, that it is frequently assumed that there 
must be an organized market similar to the stock and produce ex- 
changes where the rate of exchange is determined. This is an error; 
there is in New York no formal organized exchange for dealing in 
foreign exchange. The bulk of the business is concentrated in the 
hands of a relatively few large banks and exchange houses. Each 
bank fixes the rates at which it will buy and sell exchange on all the 
financial centers with which it has dealings, but each house keeps 
so closely in touch with the activities of the other houses that there 
is seldom any material discrepancy between the rates charged by 
the various dealers on the same class of bills. 

In foreign exchange dealings between two countries on the gold 
standard there is no official rate of exchange. Each bank posts the 
rates at which it is willing to buy and sell bills of exchange, but it 
frequently departs from its posted rates both on bills of large 
amounts and unquestioned character and on bills of dubious stand- 
ing. 

The rate of exchange: General principles. Thus far we have been 
concerned chiefly with the technical facilities which modern 
business has at its disposal for the transmission of funds from one 
country to another, but we are equally interested in the forces 
which determine the rate of exchange. This may be defined as the 
price paid in the home country for one unit of the money of the 
foreign country payable in that country. For example the rate of 
exchange in New York on London is the amount of American 
money that must be paid in New York for a bill of exchange calling 
for the payment of one pound sterling in London.^ 

The first step in the study of the rate of exchange is to determine 
what is known as the mint par of exchange. This is a simple ratio 

1 Rates of exchange may equally well be expressed the other way around, as 
the amount of the foreign money payable in the foreign country which may be 
obtained in the home country for one unit of its money. Thus before the First 
World War the rate of exchange on France was often stated as so many francs 
per dollar. This is not the usual method, however. 
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derived by dividing the fine gold content of the standard unit of 
one country by the fine gold content of the unit of another. Italy 
and Rumania, for example, used to have cold ^oins containing the 
same number of grains of fine gold; the mint par of exchange be- 
tween them was therefore one; one lira was equivalent to one 
leu. Formerly the sovereign of Great Britain contained 113.00116% 
grains of fine gold, and the gold dollar of the United States con- 
tained 23.22 grains of fine gold. The ratio was 113.001 16%: 23.22 
or 4.8665-f-. Hence the British sovereign contained 4.8665+ times 
as many grains of fine gold as the dollar, and the mint par of ex- 
change was 14.8665+ per pound sterling. This means that if 10,000 
gold sovereigns of full weight were to have been taken to the 
United States mint, they would have contained sufficient fine gold 
to have furnished the gold content of |48,665+. 

The rate of exchange, however, is not the same thing as the mint 
par of exchange. Occasionally the rate of exchange quoted in the 
market stands at the mint par, and when it does so, we say that 
exchange is “at par.'' But this rarely occurs, and then •only by 
chance. The mint par of exchange furthermore does not determine 
the rate of exchange; its significance lies, as will appear, in the fact 
that it helps to set limits to the fluctuations of the actual rates. 

The rate of exchange is a price and, in common with competitive 
prices in general, is determined by demand and supply. The de- 
mand for bills of exchange comes primarily from the importers and 
others who are under the necessity of making payment in foreign 
countries. The supply comes primarily from the exporters and 
others who have money available to them in foreign countries. The 
bankers are the middlemen who, buying and selling, bring together 
the forces of demand and supply. In accordance with the general 
laws of price, the greater the demand for bills (other things being 
equal), the higher the rate of exchange; the greater the supply 
(other things being equal), the lower the rate. In terms of inter- 
national trade, when imports are large compared with exports, the 
rate of exchange tends to be high; when exports are relatively 
large, the rate tends to be low. 

The gold points. But the rate of exchange differs from most 
competitive prices in one important respect; betw^een countries on 
the gold standard it can fluctuate only within definite limits. Hav- 
ing risen to the upper limit, the rate will stand there, no matter 
how great the demand, until changed conditions send it down. 
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Having fallen to the lower limit, it can go no lower and will 
eventually rise. 

To make this clea^% let us assume that, because of the transactions 
of a certain short period, businessmen in America owe £50,000,000 
for imports received and are owed only £25,000,000 for exports. By 
buying the bills of the exporters, American bankers can acquire 
credits in London of £25,000,000 and be in position to sell their 
own bills to this amount to the importers. Bi^it this will leave 
£25,000,000 of the debts of the American importers unpaid. As 
this discrepancy between the volume of bills which importers and 
others want and the volume offered to the bankers for sale begins 
to be manifest, bankers will tend to charge a higher price for their 
owm bills of exchange in order to protect their foreign balances, 
and individual bankers, each of whom will want to get as large a 
share of the possible credits abroad as he can, will bid against each 
other for the bills of exchange which are offered for sale by ex- 
porters. The rate of exchange will be forced up gradually, and the 
higher rate will tend to discourage some who want to make pay- 
ments and perhaps encourage others to anticipate the drawing of 
bills of exchange. 

But if the basic forces at •work are strong enough, the bankers 
will soon find their foreign balances exhausted, with importers still 
trying to buy bills of exchange. In this situation the bankers in 
America, if they are not to cease operations entirely, are forced to 
resort to other expedients to build up their foreign bank balances. 
They might acquire balances against which they could draw by 
borrowing from a bank in England or by exporting securities for 
which there is an international market, but, granted our assump- 
tion of a free gold market, they would in all probability export 
gold from the United States for this purpose. 

At a mint par of exchange of |4.866 per pound sterling, gold 
equivalent to £1,000 can be purchased in the United States for 
|4,866. It will obviously cost something to cover the shipment of 
gold — to take care of crating, freight, insurance, and the like. 
Assuming that these expenses amount to 2i/9 cents per pound ster- 
ling, then the total cost of placing £1,000 in London would be 
$4,891. The bankers could therefore offer to sell bills of exchange 
drawn on banks in London at $4,891 per pound, and the importers 
who were under obligations to make immediate payment would 
have to pay this rate. True, they could ship the gold themselves, 
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but the banks can do this much more cheaply, and competition 
among different banks iorces them to do so. 

This rate we call the gold exporting point p determined by the 
cost in New York of transferring one gold sovereign to London. It 
is the highest price which will be paid in one country for one unit 
of a foreign currency payable in the foreign country, and no matter 
how great the demand, bankers will continue to furnish bills of 
exchange to all comers at that rate so long as gold is available for 
shipment. 

In like manner we may determine the gold importing point. Let 
us suppose that the supply of sterling bills of exchange — that is, 
bills drawn on London in pounds sterling — increases gi'eatly, with- 
out any corresponding change in the demand. As we have seen, a 
supply of bills of exchange arises when exporters and others having 
debts to collect draw bills of exchange against the foreign debtors 
and attempt to sell them to bankers, and a demand arises when 
importers and others having debts to pay to foreigners go to the 
bankers to buy bankers’ drafts. 

In this case, therefore, bankers are likely to have large credit 
balances abroad for wdiich there is no call, and if the situation 
continues, they will refuse to buy bills except at rates which will 
permit them to transfer their foreign balances to replenish their 
dwindling domestic cash resources. The cost of shipping gold from 
England to America is slightly higher than in the other case, for in 
this instance the bankers lose interest during the time of shipment; 
whereas when gold is shipped from New York, the bankers can sell 
drafts to go by the same steamer and so avoid tying up their funds. 

If we assume the cost of shipment to be 3 cents per pound sterling, 
bankers will be willing to buy bills of exchange at the rate of 
$4,836. With a draft of £1,000 a banker can obtain 1,000 gold 
sovereigns, bring them to the United States, and sell them for 
$4,866. The cost of doing so being $30, he will recover $4,836, the 
amount he paid for the bill. This rate, $4,836 per pound sterling, 
is known as the gold importing point, and at this rate bankers will 
be willing to purchase an unlimited quantity of bills of exchange, 
no matter how great the supply. 

The gold points then are determined with respect to the mint 
par of exchange and fix the limits within which the rate of ex- 
change may fluctuate. If the rate rises to the upper gold point, gold 
will be exported; if it falls to the lower gold point, gold will be 
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imported. The rise or fall in the rate is determined by the relation 
ol demand and supply to each other, which in turn rests on the re- 
lation between our Obligations to foreigners and the obligations of 
foreigners to us. If these were just equal, the rate would presumably 
be at or very near the mint par of exchange, and there would be 
no tendency for gold to flow at all; if at any time one greatly out- 
balances the other, gold will flow out to create the necessary foreign 
bank balances, or gold will flow in as bankers find this the only 
way to utilize their foreign balances. 

Indirect exchange. It is scarcely necessary to remind the reader 
that the demand lor and supply of bills of exchange, which de- 
termine exchange rates and gold movements, relate to the total of 
all international transactions of the country concerned and not to 
the account between just two countries. If the latter were the case, 
there would be almost continual shipping in and out of large 
quantities of gold, since it is scarcely conceivable that the debits 
and credits ot any two countries should exactly offset each other 
except as a rare coincidence. As a matter ol fact, when the majority 
of the countries of the world were on the gold standard, inter- 
national trade was always conducted on a clearing house basis, in 
accordance with which all the obligations of the residents of one 
-►country to residents of all other countries were offset against ail 
claims against foreigners. There was no international clearing 
house, but the result was accomplished with remarkable certainty 
and smoothness through the foreign exchange markets of the world. 

In this system London and sterling exchange played an important 
role. The leading position of Great Britain in world trade, the 
solidity and flexibility of her monetary and banking system, and the 
supremacy of London in international short-term and long-term 
lending as well as in other financial services gave to London a 
dominating position in international finance, which only recently 
she has lost. These circumstances gave to sterling exchange the 
character of an international currency. For many years bills on 
London were in all markets a most acceptable form of exchange. 

An illustration of the workings of indirect exchange, in the days 
when sterling exchange served as an international currency, can be 
seen in the trade between Great Britain, Brazil, and the United 
States. The American people normally imported more goods and 
services from Brazil than they sold to her, they exported more to 
Great Britain than they purchased from her, and the people 
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of Gi'eat Britain sold more to the Brazilians than they piuxiiascd 
from them. 

If each country had been forced to settle with each separately and 
without regard to its financial obligations to other countries, the 
United States would have been required to send a large sum in 
gold annually to Brazil, Brazil in turn would have had to settle in 
gold with Great Britain, and a third shipment of gold would have 
been necessary from Great Britain to the United States. Or if gold 
could not have been shipped, Americans would have cut down their 
imports from Brazil until they balanced the exports to her, Brazil 
in turn would have decreased her imports from Great Britain until 
they were in balance with her exports to Great Britain, and Amer- 
ican exports to Great Britain would likewise have been decreased. 
The second alternative would have meant obviously a tremendous 
decrease in international trade, with unfortunate reactions on inter- 
national division of labor. 

The obligations created by this three-cornered trade were, how- 
ever, settled much more simply. America’s excess of ejfports to 
Great Britain gave bankers in the United States balances in London 
banks which were utilized in drawing bills of exchange in favor 
of Brazilian exporters. In due course’*’these drafts were sold by the 
Brazilian exporters to bankers in Brazil and sent to London for. 
collection. Brazilian bankers therefore acquired balances in London 
banks against which drafts were sold to Brazilian importers of 
goods from Great Britain for transmission to the British exporters. 

It is possible, though very unlikely, that the surplus balances 
acquired from American exj^orts to Great Britain might have been 
exactly the amount necessary to pay for the excess of imports from 
Brazil; it is more likely that Americans would still have had a 
balance in London, which could have been utilized to pay for an 
excess of imports from Colombia, let us say. 

Limits to the flow of gold: General. As we have seen, gold flows 
out of a country when the volume of international payments it has 
to make to other countries is so much in excess of the volume other 
countries have to make to it that the rate of exchange is driven to 
the gold export point; but unless there are fundamental causes of 
disequilibrium at work gold will not continue to flow out indefi- 
nitely. For several reasons the fluctuations in the exchange rates 
which bring about an inflow or an outflow of gold tend to be self- 
correcting. 
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Effects of gold movements on price levels. In the first place a 
substantial flow of gold tends to affect the price levels in the gold 
importing and exporting countries in such a way as to alter the 
profitableness of importing and exporting goods. How this serves 
to bring the flow of gold to an end can best be illustrated by a 
simple example. 

Let us consider two countries, A and B, dealing exclusively with 
each other, and let us suppose that A in a given year imports 
$100,000,000 in gold because of an extraordinarily large favorable 
balance of payments. The gold comes into the hands of bankers 
in the first place and either is gradually put into circulation or 
serves as a reserve for other forms of currency. Sooner or later its 
influence is likely to be felt in credit expansion, increased business 
activity, and a rise in the general price level. Similarly the with- 
drawal of $100,000,000 from circulation in B may cause, other 
things remaining the same, a restriction of credit, a slackening in 
business activity, and a fall in the general level of prices. 

While gold was flowing into A the rate of exchange must have 
been down to the gold importing point. Now however there comes 
a transformation in the exchange market. The rise in the price level 
in A will make A a better market for the sale of goods from B but a 
.poorer market from which to buy. Similarly B will become a cheaper 
market from which to purchase and a poorer market in which to 
sell. Imports from B into A will therefore tend to increase, while ex- 
ports from A to B will tend to decline. The increase in imports means 
an increase in the demand for bills of exchange, while a decrease in 
the supply is caused by the falling off of exports. The simultaneous 
increase in demand and decrease in supply will have the effect of 
raising the rate of exchange to some point above the gold importing 
point in A, thus putting a stop to the further inflow of gold. 

Likewise an outflow of gold from country A to country B would 
be only temporary, for the export of gold would reduce the price 
level in the gold exporting country and raise the price level of the 
gold importing country. In the first country the export of goods and 
services would be stimulated and the imports checked until the in- 
crease in the supply and the decrease in the demand for bills of ex- 
change would cause the rate to fall below the gold exporting point, 
so stopping the outflow.’^ 

1 The automatic operation of this check can of couise be nullified if the coun- 
try receiving the gold ‘‘sterilizes” it; e.e., prevents it from entering, directly or 
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Gold movements and credit transfers. Monetary contraction and 
expansion in response to gold movements has been obtained in 
practice through changes in interest rates in i^the gold-losing and 
gold-receiving country. Interest rates in gold-receiving countries 
would fail, thus tending to expand bank credit; rates in gold-losing 
countries would rise, with the opposite effect on the quantity of 
money in the form of bank credit. 

But these differential changes in interest rates reacted not only 
upon monetary circulation, but also and very directly upon inter- 
national transfers of bank balances. If because of a flow of gold 
from the United States to England, the rate of interest is increased 
in New York and reduced in London, some London bankers will 
wish to acquire balances in New York in order to earn the higher 
rate of interest. Funds may be transferred from London to New 
York, either by the purchase of dollar exchange in London or by 
authorizing a New York banker to sell sterling exchange on Lon- 
don. 

Thus there would result an increase in the demand for dbllar ex- 
change in London, or an increase in the supply of sterling exchange 
in New York, or both. In any case the sterling rate in New York 
would tend to drop, and if there w^re a substantial transfer of 
short-term capital from London to New York, it would drop below 
the New York gold export point. In the operation of the interna- 
tional gold standard such international movements of • short-term 
funds were of great importance in limiting exchange fluctuations 
and the flow of gold — perhaps of greater importance than price and 
trade adjustments. 

Reaction of exchange rates upon imports and exports. Aside 
from the regulating force of the international flow of gold and the 
transfer of short-term funds, the exchange rates themselves react 
upon imports and exports and tend to bring about an equilibrium. 
This relation will become clear if, placing ourselves in the position 
of the merchant whose business brings him into the exchange mar- 
ket as a buyer or seller of bills, we consider the effect of the ex- 
change rates upon his transactions. 

Let us assume that this typical merchant is exporting to England 
and that sterling bills are selling at a high premium in New York. 

indirectly, into circulation and consequently from affecting the price level, and 
if the country losing the gold neutralizes the effect of this on its own price level 
by a more liberal extension of bank credit. 
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With exchange in this position, the merchant may make an extra 
profit from his sales in England. His normal trading profit is com- 
puted in the sale prifce of his goods and is therefore included in the 
face of the sterling bills which he draws against the English buyers. 
In turning his bills into dollars at the prevailing high rate of ex- 
change, a second profit is derived from the tact that each pound 
sterling is worth more dollars than normally. Now if this merchant 
is in active competition with other exporters, ^s is the normal 
case, the profitable market for American goods in England will 
result in lower sale prices to the benefit of English buyers, and this 
situation will increase exportation, because of the principle that 
more can be sold at a low than at a high price. 

Obviously the position of the American importer of English 
goods is the reverse oi: this when sterling exchange sells at a pre- 
mium in New York. Since payment of goods imported from Eng- 
land is made by the purchase of sterling bills in New York for 
remittance to the English exporter, the American importer finds his 
profit cut down by the premium on exchange. The premium be- 
comes an additional cost in the business of importing English 
goods, and the prices of these goods will rise and their import 
diminish. 

These illustrations khould suffice to make it clear that the rela- 
tion of the rates of exchange to the items entering into interna- 
tional exchange is one both of effect and of cause. The rise and fall 
of the rates is controlled fundamentally by the demand and supply 
of bills of exchange. ]5ut when an excess of imports forces foreign 
exchange to a premium in any market, the high rate tends to re- 
strict imports and encourage exports and thus works toward a res- 
toration of equilibrium in the foreign trade. Conversely when a 
large volume of exports makes the rates on foreign bills fall to a 
discount, imports are stimulated and exports restricted, which again 
tends to bring the trade into balance. 

With an international gold standard in operation, the rates, con- 
fined as they are within the bounds of the gold points, can rise or 
fall so little that their influence upon the balance of payments may 
be imperceptible. It must be borne in mind, however, that this 
narrow range exists only because gold is permitted to flow in suffi- 
cient volume to settle international accounts; when gold is pre- 
vented from supplying this corrective, there is no definite limit 
to the fluctuations of the rates, and a premium or discount in the 
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rate of exchange may therefore have greater influence on interna- 
tional transactions. 

We conclude that gold cannot flow 4n one ^direction, either into 
or out of a country, in large amounts for an indefinite period, be- 
cause the flow of gold provides its own automatic checks through 
its effect on the price level, the exports and imports both of goods 
and of short-term capital, and the rate of exchange. Temporary dis- 
crepancies in the balance of payments are settled from time to time 
in gold, but economic forces work in the direction of reducing the 
flow of gold to the minimum, and while in a given year a country 
may have considerable net imports or net exports of gold, considera- 
tion of a longer period will show the imports and exports of gold 
tending approximately to offset each other. The tendency over a 
period of time is for the debits and credits — the amounts owed by 
residents of a country to foreigners and the amounts owed by for- 
eigners to them — to equal each other. We pay foreigners for goods 
and services by the export of our own goods and the rendering of 
services to foreigners; in the last analysis the actual tfknsfer of 
money becomes trifling. 

The balance of payments: Its composition. In order to secure a 
clear picture of the international financial transactions of a given 
country over a period of time, a sort of international balance sheet 
is frequently drawn up. In the credit column would be found, for 
the period under consideration, exports of mechandise as well as 
all other transactions, such as the sale of securities abroad, services 
performed for foreigners, and the like, ’which could give rise to a 
supply of bills of exchange in the country in question and hence 
give its bankers credits in foreign banks. In the debit column we 
would include imports of merchandise and all other transactions, 
such as purchases of foreign securities, tourist expenditures abroad,* 
services performed by foreigners, and the like, which could give rise 
to a demand for bills of exchange in this country and so permit its 
bankers to utilize its credits in foreign banks. Since it is the effect on 
gold movements that we are now studying, we do not include among 
the credit and debit items the export or import of gold itself. 

If these total credits exceed the total debits, it means that the vol- 
ume of bills offered to bankers exceeds the volume demanded of 
them, the rate of exchange will be at the gold import point, and gold 
will be imported to settle the balance. This situation is known as a 
favorable balance of payments. On the other hand, if total debits 
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exceed total credits, conditions of demand and supply will push the 
rate of exchange to the gold export point, and gold will flow out of 
the country. This i§ known as an unfavorable balance of pay- 
mentsJ- 

The international balance sheet of the United States. The pic- 
ture of the international financial relations of a great nation can 
be made clearer by a glance at the table on the following page, de- 
rived from figures compiled by the United States Department of 
Commerce, showing the international balance sheet of the United 
States for the year 1928.2 

In this table every transaction which creates in the United States 
a claim against some foreigner is considered a credit. Such items 
furnish the supply of bills of exchange on foreign countries, or a 
demand in foreign countries for bills on the United States. Thus 
the item “Earnings of long-term investments” means that individ- 
uals or corporations in the United States acquired credits abroad 
amounting to $817,000,000 because of interest and dividends from 
their holdings of foreign securities. 

Similarly every transaction which gives rise to a claim of some 
foreigner against an American is placed in the debit column of our 
account. Thus shipping services performed by foreigners cost $227,- 
000,000, and the cashing of the drafts to which the payment of this 
amount gave rise decreased the foreign bank balances of Americans 
by this amount. Such items furnish the demand for foreign bills of 
exchange, or the supply of bills on the United States available to 
foreigners. 

Fallacies of the “favorable balance of trade.” The early mer- 
cantilists believed that if the merchandise exports of a country ex- 
ceeded in value its merchandise imports, precious metals would 
fflow in to settle the balance. Since to them the precious metals were 
especially desirable forms of wealth, this situation came to be called 
a “favorable balance of trade.” Similarly when the value of mer- 
chandise imports exceeded the value of the exports, the condition 
was known as an “unfavorable balance of trade,” since it was ex- 

iThe terms ‘‘active” and “passive” balance of payments are frequently used 
nowadays in place of the terms “favorable” and “unfavorable,” which tradition 
has handed down. 

2 The balance sheet for 1928, rather than one of a later year, is considered 
more useful for purposes of illustration since it antedates the months in 1929 
when speculation was at its height, the years of depression, and the abandon- 
ment of the gold standard. 



ESTIMATED BALANCE OF INTERNATIONAL PAYMENTS 
OF THE UNITED STATES, 1928i 


(In millions of dollars) 


Commodity Trade 

Credits 

Debits 

Merchandise exports and imports 

5,129 

4,091 

Silver 

87 

68 

Ship chandlering, sales of bunker coal and oil, etc. 

98 

62 

Unrecorded parcel-post shipments 

20 

20 

Adjustments in above items 

— 

256 

Total commodity trade (as adjusted) 

5,334 

4,497 

Miscellaneous invisible items 



Freight payments and receipts 

143 

227 

Tourist expenditures 

168 

782 

Ocean-borne passenger traffic 

89 

— 

Earnings of long-term private investments 

817 

252 

Earnings of short-term interest and commissions 

65 

107 

Immigrant remittances 

28 

217 

War-debt receipts of United States Treasury 

210 

— . 

Other United States government receipts, payments, foreign 



representations here 

53 

110 

Missionary and charitable contributions, etc. 

— 

52 

Motion-picture royalties 

70 

6 

Insurance transactions 

80^ 

70 

Miscellaneous 

46 

53 

Total miscellaneous items 

1,769 

1,876 

Movement of private long-term capital 



New American investments abroad (net) 

— 

2,070 

Reduction of previous American investments abroad 

853 

— I 

New foreign investments in the United States 

1,704 


Reduction of previous foreign investments in the United States 

— 

1,223 

Total private, long-term capital items 

2,557 

3,293 

Movement of short-term capital 



Net change in international banking accounts 

— 

226 

Pure cash items 



Gold shipments 

561 

169 

Changes in ear-marked gold® 

68 

188 

Total 

629 

357. 

Grand total, all items^ 

10,289 

10,249 


® Gold held in the vaults of a bank, but segregated and marked in such a way as 
to show it is the property of another bank. 

^ It is apparent that the credits and debits do not exactly balance, but it should be 
realized that many of the figures represent estimates only, and necessarily so, since 
there is no law compelling tourists to inform the government of the sums they spend 
abroad or compelling American shippers to certify as to the amounts they pay for- 
eigners for ocean freight. It must also be remembered that there is no settlement 
date upon which a country’s account for international payments must be balanced. 
The balance of payments is a continuing account, and even if our statistics were 
exact to the last dollar we should not expect an exact balance. 

^ Source: U. S. Bureau of Foreign and Domestic Commerce. Estimated Balance of 
International Payments of the United States, 1928. Washington: Government Printing 
Office, 1929. 
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pected that precious metals would have to be exported. Even today 
popular belief clings firmly to these notions, and it seems as logical 
to many of our cootemporaries as it did to the mercantilists to 
stimulate exports and repress imports in order that prosperity may 
be brought to a country through the import of the precious metals. 

There are three fallacies involved in this concept of a favorable 
balance of trade. The first lies in conceiving the exports and im- 
ports of merchandise to be the only items in the balance sheet; the 
second involves the concept of gold as the most desirable of all im- 
ports; and the third is the supposition that a steady inflow of gold 
can be induced by artificial means. 

The first of these fallacies has now been disposed of in connection 
with our development of the nature of the international balance of 
payments. A few words on the second fallacy will be in order here. 

Is gold a peculiarly desirable import? Many persons would imme- 
diately answer this question in the affirmative. They experience a 
feeling of satisfaction when the statistics show that gold is coming 
in, they '•View with alarm” an outflow of gold, and they would favor 
governmental action to encourage the import of gold. 

In the first place, it should be evident that gold obtained through 
international trade adds nothing to the total wealth of the nation, 
5ince it is obtained only by the sacrifice of other goods presumably 
of equal value. If a country lets these other things go in order to get 
gold, it presumably gains in utility through the import of gold. But 
it just as truly gains when it exports gold in order to obtain other 
things which it wants more. 

As regards the use of gold as money, the important fact is that, 
within limits, the absolute quantity of money is pretty much a mat- 
ter of indifference. Through the adjustment of prices, a given vol- 
•“ume of exchanges may be consummated with either a small or a 
large quantity of money; what occurs is that the price level is low 
in the one case, high in the other. 

It must be recognized however that there are times when the 
movement of gold is a matter of more than usual concern to the 
treasury and bank officials of a nation, A country which is with diffi- 
culty maintaining the gold standard quite naturally looks upon the 
export of gold in any considerable amount as a matter of the utmost 
consequence and as justification, so it thinks, for any restrictive 
measures which may so operate on the international balance of 
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payments as to prevent it. Likewise a country which is contemplat- 
ing a return to the gold standard in one form or another finds the 
acquisition of gold reserves essential and will -undoubtedly consider 
gold so valuable an import as to warrant substantial sacrifices in 
goods and services. 

In general however there is nothing, except for the needs of a 
monetary system at critical periods, to set gold apart as a peculiarly 
desirable import«»and nothing to be gained by forcing its import in 
excess of what would enter under the normal operation of interna- 
tional trade. Under conditions such as existed prior to the First 
World War, the flow of gold is ah automatic thing, controlled by 
economic forces which result in a state of equilibrium which is for 
each nation the most favorable situation possible in view of all its 
other circumstances. 

Ignorance of this principle lay at the foundation of the third of 
the aforementioned mercantilist fallacies. This particular fallacy 
has been to a considerable extent exposed in our development of 
the automatic operation of the natural forces which norrnally con- 
trol the international flow of gold. The futility of attempts to create 
a favorable balance of payments by means of tariffs and other arti- 
ficial restrictions of imports will be shown in Chapter xxx. 


EXERCISES 

1. Mr. Jones, an exporter of grain from the United States to France, sells 
a shipment worth $10,000 to M. Gueme, agreeing to receive payment 
by drawing on the buyer. Draw the bill of exchange, and trace the steps 
by which the transaction is handled. 

2. Suppose that a New York City bank will pay $4.80 per pound sterling 
for a demand draft drawn by an American exporter on an English 
importer. 

(a) What price would the bank pay for a time draft payable 90 days 
after sight, if the rate of discount were 4 per cent? 2 per cent? 

(b) How does a decline in the rate of discount affect the “spread” 
between the prices of these two types of bills of exchange? 

3. Suppose that a New York City bank asks $3,600 for a bankers’ sight 
draft in the amount of 10,000 rupees drawn on Calcutta. How much 
would the buyer have to pay for a 10,000 rupee draft payable 90 days 
from date? Assume that the rate of interest is 4 per cent, and the mail 
time from New York to Calcutta is 30 days. 

4. Construct an international balance sheet from the following items, 
and determine the balance of trade and the balance of payments. 
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Exports of merchandise 

12,400,000,000 

Shipping services rendered by foreigners 

80,000,000 

New American investments abroad 

100,000,000 

Interest received by /fmerican investors 

65,000,000 

Imports of merchandise 

2,100,000,000 

American tourist expenditures abroad 

320,000,000 

New foreign investments here 

600,000,000 

War debt receipts 

5,000,000 

Immigrant remittances 

35,000,000 

Foreign tourist expenditures here 

80,000,000 

Interest paid to foreign investors 

75,000,000 

Gold 



5. Explain how each of the following tends to affect the price of foreign 
exchange in this country: 

(a) Decreased export of American cotton 

(b) Development of an American merchant marine 

(c) Stoppage of war debt payments to this country 

(d) Decline of immigrant remittances 

(e) Increased imports of Canadian lumber 

(f) Stoppage of interest payments due American investors 

(g) Redemption of American securities held abroad 

(h) Lo«s of confidence in the stability of a foreign currency, causing 
foreigners to increase their investments here 

(i) Increased sales of American automobiles abroad 

(j) Decline of American tourist expenditures abroad. 



CHAPTER XXIX 


Contemporary International Monetary Problems 

Breakdown of the international gold standard: Prewar equilib- 
rium. In the chapter immediately preceding, we have followed the 
workings of foreign exchange as h prevailed in the period before 
the First World War, when the important nations were on a gold 
standard. It was a period not only of stable exchange relations but 
of substantial equilibrium as well. Changes of course were taking 
place, and there were periods of excessive business activity and 
periods of recession, but there was a mutual adjustment of funda- 
mental factors in national and international life wllich we do not 
have today. Price levels were in equilibrium. International trade 
followed lines determined by a fairly well-settled international di- 
vision of labor and was not so constricted by universal high tariffs 
as today nor so distorted by frequent changes in tariffs. International 
investment proceeded along conservative lines under the leadership, 
of the experienced investment houses of London. 

This international equilibrium was brought about largely by the 
normal operations of the gold standard, which provided, as we have 
seen, automatic checks to factors which might make for disequilib- 
rium. Abnormal factors operating through the price level or the 
balance of payments could be taken care of by exchange operations 
without causing disaster either to the exchanges or to the internal 
economy of a country. 

The operation of 4:hese automatic controls tended to keep the 
rates of exchange normally within the gold points, but it should be 
noted also that central banks often intervened in the market to 
bring the rate of exchange down from the gold exporting point 
when it was believed that this rate was the result of temporary 
dislocations in demand and supply. The standard method was for 
the central bank to raise its rate of rediscount, A rise in the rate of 
rediscount at the Bank of England, for example, would make it 
more profitable to leave funds in London than to transfer them to 
New York, or it might even induce funds to come there, thus alter- 
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ing the demand and supply of bills of exchange on that centre in 
such a way as to check the outflow of gold or to reduce its volume. 

Postwar exchange ^conditions. It is unnecessary to emphasize the 
internal and external dislocations brought about by the First 
World War, but it is important — even though we can do no more 
than mention a few of the major ones — to show why these disloca- 
tions and others, the product of the postwar period, have given 
the world its heritage of disordered exchanges. 

In the first place, it is clear that the practical problem of financ- 
ing war needs made both the abandonment of the gold standard 
and some degree of inflation almost imperative. Inflation came 
about as a result of unbalanced budgets and was resorted to in de- 
grees which varied with the financial strength of the government 
concerned and its ability to raise revenue either by taxation or by 
bond issues. It meant of course the printing of inconvertible money 
and the expansion of deposit currency through government bor- 
rowing from central banks for the purpose of meeting current gov- 
ernmental expenditures. 

The United States did not find it necessary to balance its budget 
by the direct emission of paper money, but it did not escape infla- 
tion, which was occasioned byThe importation of millions of dollars 
in^ gold and by increase in the issue of federal reserve notes (a com- 
paratively new form of money at that time) and in the volume of 
bank credit made possible by this influx of gold. 

Two facts of special significance emerge from this monetary dis- 
order. The first is that exchange rates became erratic %nd subject 
to violent fluctuations, leading to a vast increase in the risk entailed 
in foreign transactions and to an unaccustomed volume of specula- 
tive operations in the exchanges. The second is that inflation pro- 
'ceeded to different degrees in the inflating countries, so that the 
natural relation of price levels to each other was distorted. 

Preoccupation with war and the production of war materials led 
both to the growth of huge war industries in the European coun- 
tries and also to the decay of other industries, notably some which 
had been most successful in the export trade. Lack of shipping 
space, as well as lack of goods for export, transferred much of the 
export trade of European countries to the United States. The crea- 
tion of new national boundaries by the peace settlement separated 
regions which had been economically unified, and this dislocation 
was intensified by an increase of tariff barriers which a new and 



THE FURCHASiNG POWER PAR OF EXCHANGE 577 

fiery nationalism demanded. Internationai trade was thrust from its 
accustomed channels and impeded in ways which brought disastrous 
results on the balance of payments of various ;(;oun tries. 

Finally the heritage of war debts between the Allied and Asso- 
ciated Powers and the enormous reparations payments demanded 
by the Allies added another strain to international finance, a strain 
intensified and indeed made intolerable by the unwillingness of 
many countries to receive payments in goods and services. 

Irredeemable money and the par of exchange: What is a “nat- 
ural” rate of exchange? Before discussing the problems of the ex- 
changes in the postwar period it is essential to understand the rela- 
tion existing between the money of a country on an inconvertible 
paper standard and that of a country on a gold standard, and also 
the relation between the respective units of two countries both of 
which are on an inconvertible paper standard. When the British 
government in 1919 “unpegged” sterling exchange in New York — 
that is, when it ceased to give it an artificial price by a continuing 
offer to buy sterling at a fixed rate — it was said that sterling was 
free to find its “natural level.” What is a “natural” rate and why is 
another rate an “unnatural” one? 

The purchasing power par of exdiange. The most satisfactory 
answer to this question is found in what is called the purchasing 
power par of exchange, which may be defined as a rate of exchange 
between two currencies which expresses an equivalence in the pur* 
chasing powers of the respective units in the home countries. Thus 
if $3.00 were to be assumed to be the purchasing power par of ex- 
change between the dollar and the pound when both the United 
States and Great Britain were on a depreciated paper standard, it 
would mean that the pound had three times as great a command 
over commodities in general in Great Britain as one dollar had iir 
the United States. 

The purchasing power par of exchange is of course not a fixed 
par but fluctuates with changes in the purchasing powers of the 
respective units, as measured by changes in the index numbers of 
the price levels. If the price level in the United States were to rise 
while the British price level remained unchangd, the purchasing 
power par would move upward from our assuined figure of $3.00, 
while if the British price level were to rise and the American price 
level to remain stationary, the purchasing power par would decline 
from $3.00, 
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Purchasing power par and market rate of exchange in a period 
of stability. The purchasing power par of exchange is a useful con- 
cept in any period of economic equilibrium and when We are con- 
sidering two countries whose trade with each other is sufficiently 
large to influence the general level of prices in each country. Mar- 
ket rates of exchange will actually tend to revolve around this par 
of exchange. A rate higher than our assumed par of |3.00 would 
mean that sterling exchange was at a premium in New York. Im- 
ports into the United States would consequently be checked and 
exports would be encouraged. An increase in the supply of sterling 
exchange and a decrease in the demand in New York would cause 
the rate of exchange to fall towards the purchasing power par of 
exchange. Similarly a discount on sterling in New York would 
affect the currents of commerce in such a way as to bring the rate 
of exchange up towards the purchasing power par. 

Purchasing power par and market rates in a period of inflation. 
In a period of •rapid economic change, however, the adjustment of 
prices to disturbing factors is very slow, both nationally and interna- 
tionally, and in such a time the market rates of exchange may bear 
little direct relationship to the purchasing power par. Let us sup- 
pose for example that the United States should inflate its currency, 
yhe immediate effect would be a rise in the rate of foreign ex- 
change; it would take more American dollars to buy a pound ster- 
ling. Eventually there would also result a corresponding rise in the 
prices of American goods. If this effect were to come instantane- 
ously, the monetary inflation would have no influence on export 
trade. A pound sterling would cost more in American dollars, but 
American goods would be worth more in dollars, so that in terms 
of domestic goods foreign exchange would be no more costly than 
t)efore, and there would be no tendency to check imports. From the 
foreigner’s side, American dollars could be obtained more cheaply 
in terms of, let us say, British pounds, but American goods would 
be correspondingly higher priced in dollars, so that there would be 
no added inducement to buy American goods; American exports 
would therefore not be encouraged. 

Actually it takes considerable time for the general price level to 
adjust to monetary inflation. In the meantime, therefore, the high 
exchange rate, caused by monetary inflation, exerts its normal influ- 
ence to check imports and stimulate exports. The effect of this on 
the rate of exchange, other things being equal, would be to check 
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the speed with which it was rising. Nonetheless, so long as infla- 
tion proceeded, we would expect the rate of exchange to be con- 
tinuously at a premium over purchasing pother par of exchange. 
When inflation ceased and the domestic price level had adjusted 
itself to the new quantity of currency in circulation, we should 
expect the rates of exchange again to be determined somewhere 
around the purchasing power par. 

Limits to the cisefulness of the purchasing power par concept. 
The concept of the purchasing power par of exchange is subject to 
some theoretical weaknesses. For example, exchange rates result 
from the demand and supply situation in the market, and this is 
affected not only by payments resulting from trade but to a marked 
degree by financial — credit and capital — transactions whose volume 
is not controlled by price levels. Even with respect to trade itself, 
the value of exports and imports does not depend entirely upon 
changes in the index numbers which record price changes for all 
commodities or for selected groups of commodi ties p income factors 
and other considerations play a part. 

While such factors would reduce to some extent the usefulness of 
the purchasing power par if it could be determined accurately, a 
more important consideration is that the practical determination 
of the purchasing power par of exchange is beset with apparently 
insuperable difficulties; at least thus far no method of computfng 
it has been discovered which is accepted as theoretically sound. The 
experimental method is the only one available, and it is the one 
which must be used by officials in charge of exchange stabilization 
funds. 

On the basis of indexes of price levels and of all other pertinent 
economic data, some rate must be chosen as a tentative par of 
exchange. The officials must then by appropriate operations in th© 
exchange market strive to keep the market rates of exchange from 
diverging too widely from this assumed par of exchange. If it is 
found that as a result of these operations the market rates are con- 
tinuously discouraging exports, it is clear that the tentative or as- 
sumed par is below the desired neutral par of exchange and the 
officials must revise their tentative par of exchange. By a series of 
shifts of this character they may hit upon the proper par, which 
will not be very distant from the purchasing power par, but even 
so it should be noted that their difficulties are not at an end, for 
the par is or may be a moving par. 
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Tlie return to the gold standard: In general. The reader is al- 
ready aware of the many practical and psychological advantages to 
be obtained from th^ automatic controls of the gold standard, aug- 
mented as might be desired by other methods of control. At the 
close of the First World War these advantages appeared so com- 
pelling that nearly every country looked forward to the time when 
it could feel it was in position to resume the redemption of its 
paper money in gold and permit the free export and import of 
gold. 

Many countries succeeded in this during the ten years following 
the war. We can do no more than touch briefly on the history of 
stabilization in Great Britain, whose experiences in returning to 
gold are instructive in view of the fact that this problem may con- 
front many countries in the future. 

Stabilization of the pound. Partly for reasons of national pride 
and partly because of pressure from the class of investors in gov- 
ernment securities, Great Britain returned in 1925 to the gold stand- 
ard at the old gold content of the pound. Thereafter the gold or 
mint par of exchange of the pound to the dollar was much higher 
than the natural level of the two currencies, as determined by the 
purchasing power parity. Andr the consequent overvaluation of the 
f>ound in terms of the dollar introduced serious elements of insta- 
bility into the British economy. 

At this time also British public finance was in difficulties. Heavy 
increases in government expenditures, with inadequate taxation, 
were causing deficits which contributed to loss of confidence in the 
financial stability of the British government. These influences, to- 
gether with other disturbing factors, undermined and finally over- 
threw the gold standard. 

To understand the influences of the monetary factor, we have 
only to consider the effect of the new level of rates on exports and 
imports. Assume that a fair degree of stability had been achieved 
in the internal and external relations of Great Britain prior to 
revaluation, and then ask what effect the new exchange rates would 
have on exports and imports. Clearly they would raise the prices of 
all British export goods in foreign markets and decrease their sale; 
quite as clearly the price in Britain of foreign goods would decline 
and there would be a tendency for imports to increase. This would 
in turn force the rate of exchange, in the absence of counteracting 
factors, toward the gold export point, and if gold actually were to 
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flow out, it would tend to restrict the extension of credit and to 
raise the price of credit. Depression in the export industries and in 
industries facing increased competition from iraports could not fail 
to have a depressing influence on the whole industrial fabric. 

In other words, the result of stabilization at too high a point is at 
best a gradual retarding of business activity, made more difficult 
by rigid wage and interest rates; at the worst it means depression 
and possible abandonment of the gold standard. 

The impact of these forces was softened for the moment and the 
seriousness of the situation in Great Britain obscured by the opera- 
tion of a number of factors, one of which requires special mention, 
for it was a plague to all nations. This was the growth in the vol- 
ume of liquid funds seeking profitable short-time investments in 
one market or another as the rate of interest might swing up or 
down, or looking for an opportunity to speculate in exchange rates, 
or more frequently seeking safety, without much regard to profit, 
in the market which seemed for the moment to be most stable. The 
return to the gold parity had induced in financial circles an un- 
warranted belief in the stability of London, and a large volume of 
liquid capital had been transmitted there for shelter and temporary 
investment. This obscured the real pressure on the exchanges, be- 
cause the mechanics of transferring these funds to London served 
to counteract the tendency of changes in the currents of commerce 
to send the rate to the gold export point. They were, however, a 
constant source of weakness, for at the first hint of financial diffi- 
culties they would be (as later they actually were) transferred to an- 
other haven. 

In summary we may say that the attempt to restore the gold 
standard at a mint par of exchange substantially above its purchas- 
ing power parity subjected the exchanges to" a continual strain and? 
in addition exerted a depressing influence, not only on the export 
industries, but on all other industries as well. An unstable equilib- 
rium in the balance of payments was achieved largely by an influx 
of short-time investments, ready to move out at the first sign of 
danger and not counterbalanced by equivalent short-term invest- 
ments by London in markets whence they could be repatriated. 
London did, it is true, have short-term investments in large quan- 
tities, but when she needed them they were “frozen’' in Germany, 
Austria, and elsewhere. 

When therefore the European crisis was precipitated in the spring 
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of 1931 by the failure of the Credit Anstalt of Vienna, and panic 
spread from Austria to Germany and then to Great Britain, gold 
began to be withdrawn in large quantities as panic-stricken in- 
vestors transferred their funds to more stable markets. Despite 
active intervention in the exchange market, facilitated by large 
loans from the United States and France, it was impossible to hold 
on longer to the gold standard. In September, 1931, Great Britain 
was again on an irredeemable paper standard. 

The gold exchange standard. Instead of returning to the gold 
standard in the period following the First World War a number of 
countries adopted the gold exchange standard. As explained in 
Chapter xiv this was a system by which certain countries made 
their money redeemable, not in gold, but in exchange on a country 
having the gold standard. The reason for this was a widespread 
fear of an impending gold scarcity, stimulated by pessimistic fore- 
casts regarding the probable output of gold. 

The basis of' this fear lay in the fact that, despite a rise in the 
general price level, the price of gold in terms of the United States 
dollar (and later of the pound sterling) was allowed to remain at 
its 1914 level. Now the production of gold, like that of any other 
commodity, is affected by the relation of costs of production to the 
market price; and since costs of mining gold had increased while 
its^ price remained constant, gold mining became a less profitable 
venture than it formerly was. This condition was altered when the 
sterling price of gold was raised in 1931, and the dollar price in 
1933 — changes which caused the output of gold mines to increase 
in a spectacular way. But in the mid 1920’s the fear of the scarcity 
of gold was so great that various devices were introduced to obtain 
“savings in the monetary use of gold.” 

Among these none was more detrimental to the success of the 
reconstructed system than the gold exchange standard.^ This use 
by some countries of gold-convertible exchanges of another country 
as monetary reserves (instead of using gold itself) was harmful in 
effect because of the failure to work out a method of operating this 
modified form of the gold standard. 

^Vhat might be called the rules of the game of the true gold 
standard had never been explicitly formulated. The system had 

1 Por a detailed discussion of the shortcomings of the gold exchange standard,, 
see Heilperin, M. A„ Internationa} Monetary Economics. New York: Longman’s,. 
Green and Company, 1939, pi>. 210-18. 
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fuBctioned so well for many years that there was no need to codify 
specific rules of procedure; the nations worked together in the 
monetary field wdthout them. But when this ^automatic collabora- 
tion was brought to an end by the many upheavals which had taken 
place, explicit agreements became necessary to give effect to the 
new exchange standard. They were not easy to reach, and actually 
no definite arrangements were ever made to insure the smooth 
functioning of the new system. The gold exchange standard soon 
began to crumble. 

In order to assimilate intergovernmental war debts and repara- 
tions, and to develop new commercial and financial channels, two 
prerequisites were essential; namely, a large degree of freedom in the 
economic system, and the prevalence of confidence. Actually both 
were absent. Instead, the tide of economic nationalism ran high; 
tariff walls grew and multiplied; capital movements were haphazard 
and unstable; and movements of short-term balances, very erratic. 
Under the impact of the great depression which started in 1929, 
and of the growing protectionism, world trade declined consider- 
ably in volume, and its money value was further reduced by the 
acute price deflation of 1930 and the following years, so that trade 
balances proved inadequate to prov^e the means for settling in- 
ternational financial obligations. 

During the international financial crisis which resulted, Gr€at 
Britain was forced off the gold standard in 1931; many other coun- 
tries either preceded or follow^ed her; the United States gave up its 
gold parity in the spring of 1933, and the remnants of the gold bloc 
gave up by 1936. When the dissolution of the gold standard be- 
came complete, no basis remained for the operation of the gold 
exchange system in the international arena. 

Stabilization of exchange rates: Flexible exchanges. The aban-» 
donment of the gold standard by the leading commercial nations, 
with its inevitable effect on the gold exchange standard, forced a 
consideration of practical exchange policy. It was argued by mone- 
tary theorists diat exchange rates cannot be stable unless both in- 
ternal and external price levels are stable. Since a country cannot 
control the external price level, it has a choice between allowing 
the exchange rate to fluctuate or, in order to keep the rate stable, 
allowing its price level to fluctuate in harmony with changes in the 
external price level. 

As between these two alternatives, it was urged that national wel- 
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fare was best served by stabilizing the domestic price level and 
allowing exchange rates to fluctuate freely, seeking their own level. 
In accordance with. the theory of the purchasing power parity, it 
was assumed that the level of exchange rates would be in the 
neighborhood of the purchasing power par. The conclusion drawn 
was in favor of a stable internal price level and flexible exchange 
rates. Nations accepting this conclusion were logically committed to 
a policy of abstaining from any international agreements designed 
to stabilize the exchange market. 

Injurious effects of flexible exchange rates. Experience has not 
borne out the belief that exchange rates will always follow price 
changes without fluctuations so wide as to be disturbing to a na- 
tion’s economy. In an earlier section we have seen how during a 
period of inflation the exchange rate moves more rapidly than the 
price index, anticipating the more slowly moving price level. 
Furthermore the fact that exchanges are not fixed by means of a 
mechanism su€h as was provided by the gold standard gives much 
encouragement to speculation and to upsetting movements of short- 
term funds from country to country. Under the gold standards 
transactions in bank balances had a stabilizing effect; in the absence 
of exchange stability, their effect is disturbing. This was proved 
by the wwld’s experience during the decade of the 1930’s. 

*In addition, the gold standard involved a certain measure of ‘hn- 
ternational discipline,'’ Under that system price movements taking 
place in the various countries were linked together, in the sense 
that no country could remain within the system and have at home 
an independent policy of inflation or deflation. 

The abandonment of the gold standard gave each nation more 
freedom of economic action, but such freedom could only be won 
'mt a price. Under flexible exchanges the price is paid in terms of 
general international instability. Eventually instability leads to a 
collapse of confidence, and this expresses itself in massive capital 
flight; i.e,, in large and sudden transfers of funds from one cur- 
rency into another. The world had in the 1980’s a great deal of 
experience with capital flights, and it was found that no country 
could long endure them without such serious consequences that 
the government would take steps to prevent them. It was these cap- 
ital flights which finally discredited the doctrine of flexible ex- 
changes. 



EXCHANGE CONTROL 585 

Exchange control. A¥liile exchange restrictions were not un- 
known before the onset of the depression of the 1930’s, their ex- 
tension during that decade was at the same, time the result of 
the depression and a cause of its continuance. A surprisingly large 
number of countries in Europe and South America adopted, during 
these years, more or less elaborate systems of control, Germany 
being an extreme example. Devised, as we shall see, as protective 
measures in troubled times, these controls fitted rather perfectly 
either into plans of managed currency or into more comprehensive 
plans of national control of economic life. They ^Iso became a help- 
ful instrument of policy for countries, like Germany, whose ultimate 
aim was war. 

To understand why so many countries have resorted to restric- 
tive controls, it is necessary to recall that, in the period following 
the First World War, a precarious balance in payments %vas 
achieved in many of them only by large loans from the United 
States, that their gold reserves were dangerously small and their 
monetary systems easily thrown into confusion, and thafmany of 
them were over-burdened with interest payments, short-time in- 
vestments, and debts for past importation of goods. 

The crisis in the United States put a complete stop to the floating 
of international securities in the American market, thus placing 
strain on the balance of payments of all countries which used ex- 
change acquired by these loans to meet current indebtedness. At 
the same time all countries found the world demand for their prod- 
ucts declining, and the world prices of their products — particularly 
of agricultural, mineral, and other staple goods — decreasing rapidly. 

The danger to the exchanges and to internal monetary and bank- 
ing structures seemed in many countries critical enough to warrant 
drastic measures. The most obvious move was to stop the transfer* 
of the payment of debts owed abroad. The Hoover Moratorium 
of June, 1931, on the payment of interest and principal on inter- 
government debts and reparations set a precedent which was wdli- 
ingiy followed by many countries. 

Moratoria, expanded to postpone the payment of all indebted- 
ness whether arising from bonded indebtedness, short-term invest- 
ments, or imports, served to prevent the obligations of a more 
optimistic past from exerting a disastrous influence on the balance 
of payments, but in many countries equal concern was felt lest 
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current international transactions have a similar influence on the 
balance of payments, and some countries were anxious to acquire a 
favorable balance frpm current transactions, which would enable 
them gradually to liquidate tlieir unpaid foreign debts. 

To attempt to secure a balanced account or a favorable balance 
through an increase in exports seemed futile; the only other method 
was a reduction in imports. In the long run, this is not only equally 
futile, since one country’s imports are the exports of some other 
country, but it is positively harmful, because of the influence on 
the volume of world trade of a series of import restrictions. Yet it 
was an expedient which might secure results for a few weeks or a 
few months before other countries adopted similar measures. 

Effective command of the situation demanded a concentration 
of exchange control in the hands of the government, for thus only 
could undesired fluctuations in the rates be prevented, and only in 
this way could all exchange acquired by exports be made available 
both for the payment of imports and for the liquidation of such 
portions t)f past indebtedness as seemed expedient. This type of 
restrictive control involves usually these three things: (1) the sur- 
render of all foreign exchange by exporters and others to some 
representative of the governnopent, (2) a system of import licenses, 
issued according to the availability of exchange and sometimes 
according to the importance of the import to national life, and 
(3) an official rate of exchange set by the exchange authorities. A 
considerable, though decreasing, degree of difficulty has been ex- 
perienced by most countries which have attempted to monopolize 
exchange transactions in this way, for coincidental with the ex- 
pansion of official control came the establishment and spread of 
what w^ere known as the black bourses — ^subterranean markets for 
•“bootleg’’ exchange. 

Official action to balance imports and exports with each country* 
In all countries which exercise strict control of the type just de- 
scribed, great importance is attached to the balance between exports 
and imports of goods, because of the fear of the influence which an 
unfavorable balance of trade might exert on the exchanges. In some 
countries, indeed, the novel doctrine has been evolved that a bal- 
ance in exports and imports should be secured with each separate 
country. It has a specious appearance of fairness, and a surprisingly 
large number have been seduced by it. For example, Germany in- 
formed America that unless Americans bought more from her she 
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%vould reduce her American imports, and she actually did so, bring- 
ing her American exports and imports into balance. 

While this type ol balance may offer somei practical advantages 
to countries which have set up exchange clearing arrangements, it 
rests otherwise on a complete misunderstanding of the principles 
of international trade, according to which it is the total balance 
of payments — not the separate trade balances with particular na- 
tions — that affecte exchange rates and the monetary situation. The 
final result of a forced equilibrium of exports and imports with 
particular nations can be only a decrease in the total volume of 
world trade, a decline in interr^^gional division of labor, and a 
shrinking in world income. To justify this policy as a weapon of 
commercial diplomacy is to mistake the bases of world trade; ex- 
ports and imports exist and increase because of the mutual advan- 
tages secured from the trade and not because of bludgeoning meth- 
ods used by one country towards another. 

Exchange clearing systems. Exchange clearing systems represent 
in origin a device whereby one country may secure payment for 
exports to another country, or for interest which is due but with- 
held. As a weapon of this sort it is available only to a country which 
has an unfavorable balance of trade with another country. In 
actual practice the clearing system may have been established by 
mutual agreement, but behind the appearance of an amicable 
settlement there is the possibility of forcible collection. 

To illustrate this let us take the trade of Hungary and Switzer- 
land. Switzerland was importing more from Hungary than she 
exported to her and was paying for her imports, whereas the Hun- 
garian government decreed that payment for Hungarian imports 
must be made in national currency into a special account with the 
Hungarian National Bank. Assuming that the Swiss exporters wer€* 
not content to have ''blocked^' accounts in the Hungarian National 
Bank, the reasonable solution was either for Switzerland to cease 
exporting or to impound in Switzerland the money Swiss importers 
owed Hungarian exporters, make a deduction sufficient to cover 
payment to the Swiss exporters, and remit the balance to Hungary. 

As a matter of fact Hungary was induced to see the reasonable- 
ness of this, and in November, 1931, an agreement was signed 
whereby payment for Hungarian exports to Switzerland was to be 
made in francs by the Swiss importer into a special account in the 
Swiss National Bank, and payment for Swiss exports to Hungary 
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was to be made in pengos by the Hungarian importer into the 
clearing account in Hungary. Thus the payments of Swiss im- 
porters made funds available in Stvitzerland for payments to Swiss 
exporters, and the same was time in Hungary. The arrangement in- 
cluded practical details for balancing the two clearing accounts, 
which need not concern us here. 

Undoubtedly the system has practical merits in trading with a 
country of weak financial standing. It gives the countries effective 
control of their trade balances; it insures payment to exporters of 
both countries; it removes the exporters and importers entirely 
from the exchange markets, leaving the matter of transfer to gov- 
ernmental officials; and it is probably true that it removes some of 
the incentive to erect additional tariff barriers, exchange restric- 
tions, and the like. 

Because of these practical advantages many of the countries 
which have adopted stringent restrictive measures of control over 
the foreign exchanges have turned to exchange clearing systems. As 
a part of ’a permanent trade policy it is of more than doubtful wis- 
dom, unless the goal be the control of the character of international 
trade and not an expansion in its volume. 

Measures to revive international monetary cooperation. The 
-sterling area.'* ^ At a time when certain countries were perfect- 
ing more and more effective instruments of monetary insulation 
and nationalistic control, other countries were striving to restore a 
certain minimum of international monetary cooperation. The de- 
velopment after 1931 of a “sterling area’' based on Great Britain 
was an important development in this direction. 

This group included the members of the British Commonwealth 
(with the exception of Canada) and several other countries, such as 
Portugal and Scandinavia, which regarded the stability of sterling 
exchange as essential to their foreign trade. After the outbreak of 
war, the sterling area was reduced to members of the British Com- 
monwealth and developed a strict centralization of foreign ex- 
change dealings in London, as an aspect of the wartime policy of 
exchange control. Prior to the war, however, members of the ster- 
ling area did not exercise exchange control, but managed never- 
theless to maintain stable sterling exchange rates. Had France 
and other remaining gold standard countries joined the sterling 

1 Cf. League of Nations, International Currency Experience, New York: The 
Columbia University Press, 1944. 
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area, as had frequently been proposed, we might have experienced 
an early reconstruction of monetary collaboration over a large part 
oi the world. 

But this did not happen, and when the United States abandoned 
the gold standard in 1983, uncertainties as to the future gold value 
of the dollar further disrupted monetary relations throughout the 
world. The Gold Reserve Act of 1934, which set the price of gold at 
$35 an ounce, 59^ per cent of the old parity, exerted a stabilizing 
effect on the exchange market. After 1934 the dollar price of gold 
remained stationary, and until the outbreak of the Second World 
War, the doilar-sterling rate also remained almost stable. 

The exchange equalization system. Another instrument of mone- 
tary control was introduced in England in 1932 and in subsequent 
years was adopted by several other countries, including the United 
States, France, etc. It was called “The Exchange Equalisation Ac- 
count’’ in England and “The Stabilization Fund” elsewhere. 

The purpose was to provide means for a systematic; governmental 
intervention in the foreign exchange markets with a view^to elimi- 
nating fortuitous exchange fluctuations, while allowing exchange 
adjustments which have their roots in basic economic conditions to 
take place. Those administering the ^stabilization fund recognized 
the existence of economic nationalism and arrived at the modest 
objective of orderly exchange adjustments ivhen the situation called 
for them. This represented a sort of compromise between the com- 
plete exchange stability of the gold standard and the undesired 
exchange flexibility discussed in an earlier section of this chapter, 
and it was therefore a significant step in the direction of new forms 
of international monetary organization. 

It is interesting to contrast the operation of an exchange stabiliza- 
tion fund and that of centralized exchange control The former^ 
used the market mechanism, with the Fund intervening as buyer 
or as seller of sufficiently large amounts of foreign exchange (or 
of gold) to achieve the desired objective. The latter suppressed the 
market and put in its place a governmental monopoly of dealing 
in foreign balances and notes. Exchange funds are compatible with 
a market economy based on free enterprise, whereas exchange 
control typifies state socialism. 

The Tripartite Agreement. When by 1936 the economic and fi- 
nancial situation in France so deteriorated as to make her going 
off the gold standard inevitable, another important event took 
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place in the field of international monetary relations. In order to 
forestall a new period of competitive devaluations, the British, 
American, and newly established French Exchange Funds con- 
cluded an agreement which was to govern relations between them. 

The so-called Tripartite Agreement represented a compromise 
“whereby the exchange funds of countries with fixed ^ and flexible ^ 
gold prices could have access to each other’s markets and could 
cooperate in the management of gold shipments in both directions. 
The prices governing official transactions in the countries with 
flexible gold prices were held stable, for a period of time long 
enough to enable the authorities^of countries with fixed gold prices 
to complete the conversion operation without risk. The impor- 
tance of this agreement was in the antecedent understandings con- 
cerning the exchange rates on which gold prices were based, and its 
effect was to allow the various exchange funds, central banks, and 
treasuries to operate an international gold settlement system that 
was an amalgam of conflicting techniques and principles.’’ ® 

The Tripartite Agreement was soon joined by Switzerland, Bel- 
gium and the Netherlands. Combined with the sterling area, it 
provided the nucleus of what might have eventually become a new 
international monetary system. The Second World War broke out 
before any further development had time to take place. 

*by 1943, in anticipation of the postwar reconstruction, discus- 
sions had begun which aimed at the establishment of a monetary 
system for the world emerging from war. These discussions led 
eventually to the Bretton Woods Agreements of July, 1944, and to 
the establishment of the International Monetary Fund. The Bret- 
ton Woods Conference also established the International Bank for 
Reconstruction and Development described in a previous chapter.^ 
'Ey adopting the Bretton Woods Act, Congress made the United 
States a participator in both institutions. 

The International Monetary Fund: Objective. This institution is 
the outgrowth of the experiences with stabilization funds referred 
to above and represents an attempt to organize stable monetary re- 
lations in a world disrupted by war and divided by highly national- 
istic policies. How^ever desirable in the abstract a return to the gold 

1 In this instance the United States. 

3 Great Biitain and Fiance. 

3 League of Nations, International Currency Experience. New York: The 
Columbia University Press, 1944, p. 147. 

4 See Chapter xxvii. 



OPERATIONS OF THE FUND 


501 


standard might be, the system in its pure form appeared in 1943 
not to be practicable. There may, however, be a gradual return 
to free international payments, the maintenarMre of a considerable 
degree of exchange stability, and the establishment in the monetary 
fieid of international machinery to take the place of isolated actions 
on the part of separate national governments. 

The Fund aims at all these objectives. It is a cooperative endeavor 
to grapple with pEoblems which, alter the First World War, failed to 
be so handled, although the environment at that time was more 
favorable. The future alone will tell whether these new endeavors 
will prove successful Following is^ a brief survey of the principal 
provisions of the Fund's charter.^ 

The organization of the Fund. The membership of the Fund con- 
sists of the governments of various countries. The Fund will deal 
only with the treasuries, central banks, stabilization funds, or sim- 
ilar agencies of the member states. The resources of the Fund con- 
sist of subscriptions made by members according a schedule 
agreed to at Bretton Woods. The size of the Fund will depend on 
the actual membership; countries represented at Bretton Woods, 
if they ail joined, would establish a fund with resources of 8.8 bil- 
lion dollars, of which the United States would contribute 2,750 
millions and Great Britain 1,300 millions. 

The contribution of each country is called its quota and occupies 
an important place in the future relations between that country 
and the Fund. Of this quota, the member pays 25 per cent in gold, 
the rest in its own currency, special exceptions being provided for 
countries whose gold reserves have been depleted by the v/ar. Each 
member must define its currency in terms of gold, and should this 
valuation be subsequently altered, the member must pay into the 
Fund enough of its currency to maintain the gold value of the total' 
amount held by the Fund. 

Operations of the Fund. The main purpose of the Fund is to 
assist its members in meeting temporary deficits in their balances 
of payments. It is not its purpose to provide members with long- 
term capital, and members are warned not to use in an improper 
way the facilities of the Fund. Penalties are provided in case of 
abuse, including the suspension of membership. 

The Fund sells foreign exchange to members against payment in 

5- Cf. Heilperin, M. A., International Monetary Reconstruction. New York: 
Ameiican Enterprise Association, 1945, pp. 23--53. 
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the member’s own currency. A member, unless the Fund rules other- 
wise, is entitled to obtain foreign exchange up to the total amount 
of its quota, but nog; more than 25 per cent of that amount in any 
one year. As the member country’s foreign exchange position im- 
proves, it is expected to repurchase from the Fund appropriate 
amounts of its currency, paying in gold, dollars, or other currencies. 
In this manner it is proposed to safeguard the character of the 
Fund as a revolving fund so that the institution can assist one coun- 
try after another as they encounter balance-of-payments difficulties. 

The Fund will not interfere directly in the operations of foreign 
exchange markets, but through its own operations it is expected to 
remove from the markets exceptional pressures which might gravely 
upset the equilibrium of currently quoted exchange rates. The 
foreign exchange markets will continue to function in the manner 
previously described. The new institution will enable central banks 
which have depleted reserves because of an outflow of gold or 
foreign exchange to obtain additional means of payment from the 
Fund. The Fund, it is hoped, will therefore become a sort of “reserve 
bank’’ for the central banks and treasuries of the member countries. 

Exchange stability: General provisions. It is stated in the Fund’s 
charter that “the par value of the currency of each member shall 
.be expressed in terms of gold as a common denominator or in terms 
of the United States dollar of the weight and fineness in effect on 
July 1, 1944.’’ Provision is made for the possibility of actual quota- 
tions oscillating within narrow limits around that parity — a sort of 
substitute for the gold standard’s system of “gold points.’’ 

The Fund, on the other hand, contains elaborate provisions for 
alterations in a par of exchange when necessary “to correct a funda- 
mental disequilibrium” in any member’s balance-of-payments 
situation. A practical example of “fundamental disequilibrium” 
might be the member country’s inability to maintain its balance of 
payments in a condition of long-run equilibrium without either a 
very disruptive domestic deflation or the adoption of strict controls 
on its foreign trade and payments. 

When for this or other reasons, changes in parities are proposed 
by the interested member country, the Fund is to adopt the follow- 
ing attitudes: 

*Tf the proposed change, together with all previous changes, tvhether 
increases or decreases. 
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(i) does not exceed ten per cent of the initial par value, the Fund shall 
raise no objection; 

(ii) does not exceed a further ten per cent of initial par value, the 
Fund may either concur or object, but shall declare its attitude within 
seventy-two hours if the member so requests; 

(iii) is not within (i) or (ii) above, the Fund may either concur or 
object, but shall be entitled to a longer period in which to declare its 
altitude/' 

Thus we have two 10 per cent “zones o£ tolerance*' for parity 
changes; if the proposed change exceeds the limits of tolerance, the 
matter is viewed as a problem of ^international concern and be- 
comes the object of negotiations between the country in question 
and the management of the fund. Should a member country change 
the par of its currency in disregard of objections raised by the Fund, 
‘‘the member shall be ineligible to use the resources of the Fund 
unless the Fund otherwise determines/* In case of a serious conflict 
between a member and the Fund, the former may be required to re- 
linquish its membership. Thus the “Bretton Woods System" pro- 
vides a framework for amicable settlement of matters which used 
to be the object of separate national decisions. In the unsettled 
world in which we live, these provisions may possibly help to avoid 
a repetition of the 1930*s. 

Initial parities. The determination of initial parities is a very 
delicate matter, in view of the impossibility of accurate determina- 
tion, Since a “good** par is one that can be maintained without 
domestic hardships and international tensions, the only effective 
way of determining it will be by the process of trial and error. 

The world price of gold. At the time of the inauguration of the 
Fund, the world price of gold was $35 an ounce. Should this price 
prove to be inadequate to meet the monetary needs of the world, 
it can be modified by means of a uniform change in par values 
agreed to by the majority of the voting power in the Fund, It is 
provided, however, that the change must be approved by every 
member holding 10 per cent or more of the total of the quotas, 
which includes the United States. 

Exchange restrictions and freedom of international payments. 
The charter of the Fund provides that, after a transitional period 
of five years, all international payments connected with current 
commercial and financial transactions shall be free from govern- 
mental restrictions. This includes income payments on foreign in- 
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vestments and moderate amounts for amortization of loans or for 
depreciation of direct investment. 

Movements of long-term capital, on the other hand, and purely 
financial transfers of short-term funds may remain subject to con- 
trols: “Members may exercise such controls as are necessary to 
regulate international capital movements, but no member may ex- 
ercise these controls in a manner which will restrict payments for 
current transactions or which will unduly delay transfers of funds 
in settlement of commitments.” 

Furthermore, a member of the Fund must use exchange restric- 
tions in case of capital flights rather than resort to the facilities of 
the Fund, since it is expressly stated in the charter of the Fund that 
“a member may not make net use of the Fund's resources to meet a 
large or sustained outflow of capital.” This decision was a com- 
promise between America’s demand for entirely free international 
payments and the insistence of practically all other countries on the 
maintenance pf some degree of exchange control. 

Recognizing the close connection between technical monetary 
relations and the larger problems of international trade, the Bret- 
ton Woods Conference adopted a resolution calling upon the mem- 
bers of the Fund to cooperaj:e in removing restrictions on interna- 
tional commerce and promoting the orderly operation of the trade 
and money markets. 



CHAPTER XXX 


Economic Nationalism and the Protective TarijEE 

% 

International division o£ labor. That division o£ labor between 
individuals promotes individual well-being in the economic sense 
has been fully demonstrated, by experience as well as logic. The 
advantages to be gained by division of labor between different re- 
gions or nations are of the same order and equally demonstrable. 
This subject has already been developed in connection with our 
study of interregional trade/ where it w^as made clear that any 
nation or region obtains for its people the highest possible stand- 
ard of living (other things being equal) when it devotes its indus- 
trial elforts to those lines of production in which it has a compara- 
tive advantage and depends for other products upon the industrial 
efforts of other parts of the world. 

National self-sufficiency. In spite of these clear truths, the peo- 
ples of the world have never accepted fully as a matter of practical 
policy the corollary of freedom of international trade. 

Considerations of various sorts have led to governmental restric- 
tions upon the trade between nations. Sanitary and moral considera- 
tions demand restrictions upon the import of certain products, such 
as narcotic drugs. Tariff duties are laid upon imports and exports in 
order to bring in public revenue. National preparedness for war is 
sometimes believed to require the fostering of certain industries 
within the nation, even though this may be accomplished only by 
placing obstacles upon the import of foreign-made products. In 
recent times certain nations have believed that the protection or con- 
trol of their monetary systems required them to place restrictions 
upon imports. 

But most potent of all the influences leading to restriction of the 
freedom of international trade has been a popular belief, wide- 
spread and persistent, that by checking imports, a nation may en- 
hance its economic well-being in terms of greater wealth and a 
higher standard of living. 

1 See Chapter xxvn. 
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In consequence of all these considerations — and especially the 
last — there has developed an ideal of national economic organiza- 
tion which is the antithesis of international division of labor and 
which may be called '‘national self-sufficiency/’ or “economic na- 
tionalism/’ This ideal requires that a nation be, so far as possible, 
free from reliance for important products upon the industry of 
other peoples. For its accomplishment there is required obviously 
severe restriction of imports from abroad; indeed a tendency to 
regard all imports as a menace to national prosperity is evident. 

While the theory of nationalism does not necessarily imply a 
forcing of exports, the fact is that those who hold to this ideal gen- 
erally regard exports with a favor no less than their disapproval of 
imports. Imports are bad; exports are good; the former im- 
poverish, the latter enrich the nation. 

This ideal of industrial nationalism was a cardinal principle in 
the philosophy of the mercantilists, and its accomplishment w^as 
consciously seught in the practical policies of the leading nations 
of Europe in the seventeenth and eighteenth centuries. Its theoret- 
ical foundation was demolished by Adam Smith. It later acquired 
a new lease on life through the teachings of the German economists 
of the so-called “historical school,” predominantly Friedrich List, 
and Henry C. Carey in the United States. It is an article of faith of 
file protectionist movement which has flourished in many nations 
for many generations. 

At the moment, the idea of industrial nationalism has gained a 
hold upon popular thinking stronger perhaps than at any time since 
the days of the mercantilists. It is closely interwoven with com- 
monly held doctrines of the causes and cure of depression and is 
apt to be an essential part of current conceptions of the planned 
economy. It must finally not be forgotten that among the most 
persistent apostles of national self-sufficiency are many whose own 
self-interest would be promoted either by the restriction of imports 
generally or — what is more to the point — of the particular good 
which they produce in competition with foreign makers. 

Effects of the protective tariff. For the accomplishment of the 
ends of national self-sufficiency a variety of means is at hand. Em- 
bargoes, limitation of permitted imports by national quotas, restric- 
tions upon foreign exchange, depreciation of the national mone- 
tary unit — all these are devices which have been employed, never 
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perhaps so widely or vigorously as during the past generation. But 
the chief instrument for the restriction of imports is the protective 
tariff, and the whole subject of economic nationalism may be eluci- 
dated in large measure by analysis of the problem of protectionism. 

For our excursion into this problem the principles of inter- 
national trade, as developed in an earlier chapter/ furnish the start- 
ing point. We know that, in the absence of restrictions upon its 
foreign trade, the people of each nation tend to buy goods in the 
cheapest market aiicl sell in the dearest market and that this leads 
them to devote their productive resources and energies to those lines 
in which their nation has comparative advantage, as evidenced by 
the ability to produce at comparatively low cost. At the same time 
they rely upon other nations for those goods in whose production 
they are at comparative disadvantage. Thus develop international 
trade and international division of labor. 

International trade may be checked by means of duties on im- 
ports.- A duty high enough to be protective may diminish or en- 
tirely stop the import of any chosen commodity.® Carried to its ex- 
treme limit, the protective tariff might be used to prevent virtually 
all imports. Whether applied moderately or to the limit, the pro- 
tective tariff' has the effect of reducing imports and building up 
corresponding industries at home. It" thus restricts international 
trade, promotes “diversity of industry^’ in the home country, and 
diminishes reliance upon the goods of other nations. National self- 
sufficiency gains at the expense of international division of labor. 

As to the truth of the foregoing statements no question can be 
entertained by anyone who is familiar with the elementary prin- 
ciples of economics. The controversy over protection starts from 
this point. Granting the respective effects of freedom of trade and 
protection as we have stated them, the “protectionist” asserts that 
it is to the economic advantage of a nation thus to increase di- 
versity of industry and national self-sufficiency; the “free trader” ^ 

3 . Chapter xxvn. 

2 Since they seldom enter into the controversy — never in the United States — 
no consideration need be given in this discussion to duties on exports. 

3 See Chapter xxiv, pages 473-77. 

4 The reader should perhaps be reminded that “free trade,*’ as the term is 
used, does not mean no tariff; it means no protection. The free trader has no 
quarrel with the revenue tariff; he is opposed only to piotection. There is no 
country in the world entirely without a tariff and no appreciable sentiment in 
favor of the abolition of all tariffs. 
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says that this means an economic loss and that the nation gains 
most when it enjoys all the advantages of international division of 
labor. Thus the issue is sharply drawn. 

Protection and National self-sufficiency: The case for protection. 
The advantages of trade, as already developed, are so evident and 
so important that we are justified in placing the burden of proof 
upon the protectionist, who claims that there is an economic gain 
from putting artificial restriction upon a nation’s foreign trade. 
Let us proceed then to examine the principal arguments advanced 
in support of the policy of protection. 

a. The favorable balance of trade argument. Some of the most 
popular arguments for protection are such naive applications of 
old mercantilist fallacies that they may be dismissed with nothing 
more than brief reference to the established principles of trade. 
Such is the argument that a nation gains in its foreign trade only 
from its exports, that imports are a national loss, and that the tariff 
is therefore beneficial through its effect in checking imports. We 
have affeady learned that, so far from exports being superior, it 
is imports %vhich are the real goal of international trade; we have 
learned also that a country’s balance of payments must in the 
long run be in substantial equilibrium, and that therefore anything 
which reduces imports must eventually also reduce exports. It is 
neither advantageous nor possible by means of a tariff to make 
imports decline relatively to exports. 

b. The gold argument. Similarly naive is the argument that a 
favorable balance of trade, created by the tariff, causes gold to 
flow into the country and is therefore advantageous. This is simply 
a corollary of the preceding argument and rests upon other mer- 
cantilist fallacies with which the reader is acquainted. We know 
that it is not the balance of trade {i.e., merchandise exports and 
imports), but the balance of payments (including all debits and 
credits), which determines the inflow or outflow of gold; and we 
are also aware that it is neither possible nor advantageous for a 
country to pile up gold as the result of artificial restrictions upon 
its foreign trade. 

But there are those who are not content with this summary dis- 
posal of cherished beliefs. Is it not true, they say, that the rule for 
amassing wealth is to sell much and buy little? Is it not thus that 
the individual businessman accumulates money from the profits 
of his business? And must not the same rule hold for national gain 
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from trade? At the risk of adding proof of the obvious, we may give 
some further attention to these mercantilist notions. 

The wealth of the people of the United States in 1925 was esti- 
mated at about 355 billion dollars. At that time the nation's total 
stock of gold coin and bullion was about 41/2 billions, or about 1% 
per cent of the national wealth. In 1880 the national wealth was, 
according to estimates of the United States Census, about 44 bil- 
lions. The stock o£,^old coin and bullion was then 352 millions. In 
this period of 45 years therefore the national wealth was increased 
by 31 1 billions, while slightly over 4 billions were added to the 
stock of gold. It is certain enough that this great gain in national 
wealth was not due to accumulation of gold from foreign trade. 
The growth of a people’s wealth is not principally in the form of 
gold; it consists in the increased value of its lands and houses, its 
factories and railroads and ships, its homes, and countless other 
forms of wealth vastly more important than its stock of gold. And 
the gain from its foreign trade is not in the form of gold but in the 
useful commodities imported. 

But what of the analogy of the businessman? The answer is that 
neither does he accumulate wealth in the form of money or by 
selling more than he buys. If, at the, end of a profitable year in 
which a man has made gains of |50,000, we should ask him to show 
us his profits in concrete form, he would not point to an increase 
of his money on hand or his bank deposits. The probability is that 
these items are no larger than at the beginning of the year. His 
profits were not made by selling more than he bought. As he re- 
ceived money from the sale of goods, he paid it out — partly for 
current consumption, partly for additions to his factory and ma- 
chinery, for lands, for improvements to his home, for a new auto- 
mobile, for government bonds and corporation securities. Thus he . 
will show concrete evidence of his year’s accumulation. So it is with 
the nation. A nation, like an individual, grows wealthy, not by sell- 
ing more than it buys, but by producing more than it consumes. 

c. The added industry argument. It is argued that the new in- 
dustries which admittedly may result from protection are an addi- 
tion to the industrial resources of the nation and that therefore the 
tariff has increased the national wealth. Now the only way that the 
tariff can cause the establishment of a new industry is by making 
it too costly to buy a foreign product previously imported. Also 
WT have learned that this diminution of our imports must be bal- 
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anced eventuaily by a corresponding decline of our exports. The 
balance of payments must maintain its equilibrium; if we will not 
buy of foreigners, they cannot buy of us. The result is that, while 
a new industry is arising, some old industry finds its foreign market 
declining and is forced to reduce its operations accordingly. The 
new industry is thus not an addition to the nation's industry but 
merely a diversion of capital and labor from one field to another. 

Whether capital and labor already employed ^are shifted or new 
capital and labor are directed into the protected field, there is 
clearly no gain in total industry. Moreover, the diversion of in- 
dustry is from the more profitable into the less profitable fields and 
so results in a net economic loss. 

d. The wages argument: Increased demand for labor. Of the two 
forms taken by the wages argument for protection, the first is that 
the protective tariff, by increasing the total amount of industry in 
the country, adds to the demand for labor and so tends to increase 
wages. Protection is therefore of advantage, not merely to the en- 
trepreneur class, but to all laborers, and so to at least the great 
majority of the people. 

It is evident that this argument rests for its foundation on the 
added industry argument and falls with it. The mere diversion of 
industry, particularly when it is from more advantageous to less 
advantageous lines, can at best do nothing to increase the demand 
for labor or to raise wages. 

Support of high wages. The wages argument is not always put so 
crudely as this. By American protectionists it is more often argued 
that, in the absence of the tariff to keep out cheap foreign goods, 
American manufacturers could not pay their present high scales of 
wages but would be compelled to lower wages or perhaps to go out 
of business entirely. Thus the tariff is in the interest of the working- 
man. 

This argument overlooks the fact that many American industries 
seem able to get on well enough without protection. These are the 
industries naturally fitted to prosper in the American environment, 
the industries in which America has a comparative advantage. 
Without protection, they are nevertheless able to pay the prevailing 
high level of American wages; they pay as high wages as the pro- 
tected industries. If any industry is really unable to pay the pre- 
vailing rate of American wages, it is because that industry is not 
adapted to our conditions. Its presence is due to the artificial stimu- 
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lus oi the tariff, and it exists at the expense of some more favorable 
industry which could pay high wages without tariff assistance. Re- 
moval oi the tariff might cause the artificially favored industry to 
disappear, but its loss would be offset by the gain in the naturally 
favored industry, and there would be no decline in wages. 

Wages and labor cost. There is much loose talk about wages in 
this connection. Protectionists argue as though, simply because 
wages are higher here than elsewhere, it must cost more to produce 
anything in America. They express alarm at the prospect of com- 
petition wjth the products of '‘foreign pauper labor.” But the fact is 
that in numerous fields of agriculture and manufacture, goods are 
produced more cheaply in America than anywhere else in the world, 
in spite of high wages. In these fields employers are able to pay 
high wages for high-grade labor, and that without making the cost 
of production high. 

In international competition, as in industrial competition every- 
where, the controlling factor is not high or low wages, but high 
or low labor cost of production. Wages, as such, tell us nothing. It 
is only when wages are divided by quantity produced, to give the 
labor cost per unit of product, that we have the key to the prob- 
lem of relative advantage in international competition. Thus it is 
that high relative wages, when accompanied by still higher relative 
output, give low labor cost. 

This is the condition in the great body of industries which are 
naturally adapted to American conditions. Here high wages are 
paid without the aid of protection. In general these are industries 
which either are favored by peculiar advantages of soil or climate 
or natural resources, such as cotton growing, wheat growing, copper 
mining, etc., or have the advantage of skillful use of labor-saving 
machinery, such as the manufacture of automobiles, sewing ma- 
chines, farm machinery, etc. 

Industries not so favored by nature, or which must lean heavily 
upon hand labor, do not flourish here. To them the high level of 
American wages is a handicap, which can be overcome only by a 
protective tariff which removes the competition of the cheaper for- 
eign product. Protection is required therefore, not to maintain the 
high level of American wages, but to make possible the payment of 
American wages in industries not suited to American conditions, 

e. Alleged danger of withdrawing protection. The wages argu- 
ment is without doubt urged in good faith by many American 
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manufacturers who honestly believe that protection is necessary, not 
merely to their own profits, but also to the well-being of American 
labor. Being' engaged in lines of industry which possibly could not 
exist without tariff" protection, they believe that without protection 
they could not continue giving employment to their labor forces 
at the present scale of wages. They visualize the distress which 
would follow a material cut in wages or a shutdown of industrial 
plants. They fail to see that discontinuance of^the artificially fos- 
tered industry would eventually open up other fields in which these 
laborers would find employment at American wages. 

It is not to be denied that^ the shifting would impose incon- 
venience and loss upon the laborers and still more upon the capital- 
ists. Industry that has become adapted to the artificial condition 
of protection cannot adjust itself to freedom of trade instantly or 
without some loss to all concerned. This is no argument for re- 
taining permanently the artificial condition. It simply dictates 
caution and consideration in making the change. 

The fact is that American industry would not be wrecked by a 
careful, gradual removal of protection. Some few industries w^ould 
doubtless succumb. In most cases certain grades or lines would be 
discontinued while others advanced, the sort of adjustment which 
normally goes on as a matter of course in every progressive industry. 
For industry as a whole the final effect would without question be 
beneficial. 

American tariff history shows protection surprisingly less potent, 
either for good or for evil, than both its friends and its enemies 
would have us believe. The course of American industry has not 
been vitally influenced by its imposition, nor would it now be 
revolutionized by its withdrawal. 

f. Alleged saving in transportation costs. As an argument in 
favor of protection, attention is sometimes called to the supposed 
waste involved in sending raw materials to a foreign country, only 
to be returned to the country of origin in the form of manufactured 
products. An example is American cotton, much of which goes 
abroad to English cotton mills, and some of which finds its way 
back to America in fine British cotton fabrics. Here is said to be 
a wasteful double cost of transportation, 'which might be avoided 
by a tariff that would keep out the British product and compel its 
manufacture in America, 

The fallacy here is obvious. There is no loss, in the operation in 
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question; otherwise it w^ould not occur. Transportation costs are no 
worse than other costs. The double transportation of cotton across 
the Atlantic is undertaken because that is the wav to get the product 
to the American consumer at the least total cost. Forbidding this 
method by a tariff would save this transportation cost, to be sure, 
but only at the expense of a still greater cost of manufacture. 

The redtictio ad ahsurdum of this argument appears if we im- 
agine ourselves trying to apply it universally. Practically all domes- 
tic industry involves such double costs of transportation. Wheat 
is raised on Nebraska farms, shipped to Minneapolis, ground into 
Hour, and returned to the Nebraska farms. Iron and copper and 
coal are brought from Minnesota and West Virginia to New Eng- 
land, and the finished steel and brass goods are shipped back to 
these states. The sole reason for all this double transportation is to 
minimize total costs of production. Its avoidance would be possible 
only at the cost of abandoning territorial division of labor and 
putting the human race back in the Middle Ages economically. 

g. Alleged need to meet the tariffs of other nations. There are 
those who are ready to admit the advantages of universal freedom 
ol trade between nations, but xvho yet feel that, in a world in which 
protective tariffs are common, no one© nation can afford to permit 
free entry of foreign goods, nor can one nation safely remove its 
tariff barriers unless other nations do the same. 

This misgiving overlooks the experience of Great Britain, which, 
during half a century in which she led the world in an amazing 
industrial development, maintained freedom of trade regardless 
of the tariff's imposed against her products by o^her nations. Such 
an attitude overlooks also the fundamental principle of trade. It 
is true that our own industries and our economic welfare are in- 
jured by the tariff barriei^s of other nations, which deprive us of. 
some measure of the benefits of international trade. But the whole 
conclusion of our analysis has showm that our national welfare is 
injured by the curtailment of our foreign trade occasioned by our 
owm tariff. Freeing our trade from the shackles both of our own 
tariff and the tariffs of foreign nations would be doubly advan- 
tageous. But if we cannot secure the removal of foreign tariffs, that 
is no reason why we should forego the gain to be derived from 
removal of our own tariff. 

The trouble with reciprocity agreements, tariff treaties, and the 
like is that they are usually conceived in the spirit of mercantilism. 
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which regards exports as a national blessing and imports as a 
national curse. There follows a sort of inverted horse-trading ne- 
gotiation, in which^ each nation seeks to give the other the utmost 
of its products while taking as little as possible in return. 

Once the notion is reversed and imports are recognized as the 
true goal of foreign trade, with exports desirable only as the means 
whereby imports may be obtained, the whole spirit of mutual tariff 
concessions is changed. No nation need grudge other nations what- 
ever advantage they may derive from relaxation of its own tariff. 
If concessions in foreign tariffs may be obtained in return for re- 
duction of our own tariffs, thisr is all to the good; but it does not 
follow that our own relinquishment of trade obstructions should be 
abandoned because other nations do not see fit to act likewise. 

h. Alleged gain from injuring other nations. Mercantilist notions 
sometimes run to the extreme belief that whatever injures the in- 
dustry and trade of another nation must be beneficial to us. It 
follows that one of the chief services of our tariff policy should be 
to injure the economy of foreign nations by excluding their goods 
from our markets. That can of course be done. 

We have seen that in that case the principal injury is to ourselves. 
We suffer also from whatever injury our tariff policy may inflict 
upon other nations. The whole world is bound together by the 
ufiiiversal principle of division of labor. Just in proportion as the 
industries of other nations are efficient and productive will they be 
able to serve our needs by enabling us to obtain through exchange 
with them certain products at less cost than if we had to make them 
ourselves. In general each nation stands to gain economically, not 
from the adversity, but from the prosperity of other nations. 

Considerations against protection. The case for free trade consists 
principally in demonstrating the fallacy of the arguments for pro- 
tection. There are, however, some important positive considerations 
on the free trade side of the argument which serve to throw further 
light upon the question. 

What is the territorial unit for protection? It is an interesting 
characteristic of the foregoing arguments for protection that each 
assumes that the tariff barrier will follow national boundary lines. 
Yet the arguments themselves are purely economic; they contain 
nothing to show that protection would not be exactly as beneficial 
if directed against a competing region within the same nation. We 
are tempted to ask why the New England textile mills should be 
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denied protection against the rising industry of the South, and vice 
\ersa, or why the automobile industry in various states should not 
ha\c protection against Michigan. 

Historically many of the first tariffs were imposed by towns or 
other minute political subdivisions. They proved such a burden on 
trade and such a drag on economic progress that they were swept 
away. In like manner it came to be recognized that the tariff systems 
of some score or more of little states in central Europe were proving 
iatal to the economic development of that region, and the German 
ZoUverein — customs union — swept them all away and opened the 
path to a later political union and. to the marvellous industrial de- 
velopment of the German Empire. Originally the American states 
liad each its own tariff system directed against the others. They had 
to give way in the interest of the economic welfare of the whole 
region. Few today would seriously propose to retrace any of these 
steps already taken in the direction of freedom of interregional 
trade. No valid argument exists to show that still further progress 
would not follow the removal of the remaining barriers to the trade 
between nations. 

Benefits of foreign competition. It is a fallacy to regard foreign 
competition as especially heinous. Mi9.nufacturers naturally dislike 
competition. They seek to avoid it whenever they can. But com- 
petition is in the interest of the consumers, for whom industry m 
the last analysis exists. And the competition of foreign producers is 
just as wholesome as that which is nearer at hand. If the home 
manufacturer cannot meet the foreign competition, then the home 
consumers are entitled to the less costly product. If the home manu- 
facturer, spurred on by the foreign competition, does succeed in 
meeting it and holding his market, then again the consumers are 
benefited. 

Moreover the nation gains from the increased efficiency of an 
industry which might otherwise have lagged behind. There are 
instances of American industries which, if pushed to do their ut- 
most, could have competed on even terms with the best of the 
foreign producers, but which, sheltered by the American tariff w^all, 
have grown lax and fallen behind the industrial procession. 

Conclusion. Analysis of the arguments for and against protec- 
tion thus appears to demonstrate that industrial self-sufficiency 
secured by means of the protective tariff, so far from enhancing the 
national welfare, is a cause of economic loss. No gain can be shown 
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to offset the demonstrated advantages ol international division of 
labor. Protection is an economic burden, a cause of loss to the 
people of the nation which employs it. The economic advantage is 
all on the side of freedom of international trade. 

It is probably not necessary to remind the reader that these 
conclusions do not imply that any nation — least of all the United 
States — could instantaneously abolish its entire tariff system with- 
out some unhappy consec][uences. Tariff sy stents have grown up 
during a long period, and the industry of each nation has adapted 
itself to the tariff situation as it has been and is. In America a 
system of very high tariff ditties upon most of the important 
products of manufacture and upon some raw materials has been in 
effect for three-quarters of a century. There have in this period 
been variations in the level of protection, but never anything ap- 
proaching free trade. American industry has grown up in this en- 
vironment, to which it has had constantly to adapt itself. 

To change jhis condition, suddenly and without notice, by going 
over to jthe free entry of all foreign-made goods would throw in- 
dustry into confusion and do serious injury to the economic wel- 
fare of the nation. From this proposition — which must be well- 
nigh self-evident — the conclusion is, not that free trade is not the 
ideal or that protection must be retained, but rather that the change 
from a condition of protectionism to the healthier condition of 
free trade must be made gradually and with due notice, to the 
end that the costs of readjustment to industry and the incon- 
venience to the people be made as small as possible. 

Temporary protection. Thus far we have been considering the 
question of protectionism from the viewpoint of the relative merits 
of international division of labor and national self-sufficiency, the 
protective tariff serving as a permanent device for promoting the 
latter ideal. In contrast we must now observe the possibility that 
the tariff may be called upon from time to time to serve certain 
temporary objectives not involving any permanent artificial inter- 
ference with the freedom of international trade. The classical ex- 
ample of this application of protection is the use of the protective 
tariff on behalf of young industries. 

Infant industry protection. Use of the protective tariff has been 
frequently urged and occasionally employed as a means to facilitate 
and hasten transition from the agricultural to the industrial stage 
of national economy. A nation on the threshold of this change will 



PROTECTION AGAINST '‘DUMPING^ 607 

be taking the first steps toward establishing numerous manufac- 
turing industries. In these first steps manufacturing will have to 
contend with the competition of imported goods coming from 
older nations whose industries are already firmly established. They 
ha\’e the machinery, the technical knowledge, the skilled workers; 
they are directed by experienced entrepreneurs. None of these essen- 
tials has as yet been attained by the young industries of the first 
country, and the c;:ompetition of foreign manufacturers is felt as a 
severe handicap. 

Under these circumstances the tariff may be used to give relief 
from foreign competition until such time as the young industries 
have become firmly established. This line of argument is known as 
“the infant industry argument” for protection. "IVhen logically used 
it rests upon the following assumptions: (1) the argument applies 
only to industries which are suited to the national conditions; 
(2) the obstacles to the establishment of such industries are tem- 
porary only; (3) the tariff protection need be temporary only, and 
after the removal of the tariff the industries will be abk,to stand 
alone. 

When these conditions are fulfilled, and when it is further proved 
that the nation will actually benefit ftrom the establishment of the 
industries in question more rapidly than they would come in the 
natural order of events, the infant industry argument is undoubt- 
edly sound. 

Conditions in the United States at the beginning of the nine- 
teenth century were fairly typical of those here assumed, and the 
first tariff acts were perhaps to some extent justified by this argu- 
ment. Even more than the tariff, the international conflicts of the 
period from 1807 to 1815, by interfering wdth foreign trade, gave 
protection to the young American industries. But the conditions to* 
which the infant industry argument was applicable had generally 
passed with the first third of the nineteenth century. This argument 
is little heard of today. 

It must be noted also that the infant industry argument has not 
often been urged in good faith; having used it to obtain tariff 
favors, its advocates have later shifted to other arguments to pre- 
vent removal of protection. Most protectionists today advocate 
permanent protection. 

Protection against ^'dumping.” From time to time producers of 
some nation undertake to unload a surplus product upon foreign 
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markets at prices lower than are charged in their own domestic 
markets, sometimes even lower than cost o£ production. When goods 
are thus exported at less than cost the process is called dumping. 
Dumping may be resorted to by some particular firm whose posi- 
tion sufficiently approaches monopoly, or by a combination of pro- 
ducers acting in concert for this purpose — for example the one- 
time closely organized chemical industry of Germany. Often such 
export trade is encouraged or actually subsidized by the govern- 
ment. For a long time it was the practice of the state-owned rail- 
roads of Germany to grant to certain great cartels special low 
freight rates on goods destined for export. 

During the decade of the 1930's dumping became more and 
more a governmental policy, especially of certain authoritarian na- 
tions, employed in connection with their efforts to control their 
foreign trade and foreign exchanges and protect their stocks of 
monetary gold. Similar results are caused when nations, as has been 
quite commonr in recent years, deliberately devalue their currencies 
in order, to take advantage of the temporary stimulation to export 
trade which tends to follow. 

The producers of any nation wffiose markets are invaded by such 
dumping of foreign goods are subjected to competition of special 
severity. Were this a stable and presumably permanent condition, 
ic would be the part of wisdom for the nation concerned to accept 
the situation, congratulate itself that its people were able to ob- 
tain some needed products thus cheaply, and let its own capital 
and labor transfer to more advantageous lines. 

But dumping, from its very nature, is fickle and unstable. Such 
temporary competition may work serious injury to a nation’s in- 
dustries, only to leave its people poorly supplied when the foreign 
producers return to a more normal price policy. The reader will 
recognize the similarity between foreign dumping and certain prac- 
tices of monopolistically inclined enterprises in the domestic market 
— practices which have earned the title of ‘'unfair competition.” 

It is only natural that a nation should seek to protect its own 
producers against dumping. The protective tariflE is the obvious 
means. Wisely employed, the tariff may serve to offset the price- 
cutting of foreign producers, with the result that the foreign goods 
enter the domestic market at prices not less than their normal 
costs of production. This policy involves frequent adjusting of 
tariff rates to meet changing policies of foreign producers, and it 
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requires skillful handling. There is moreover always the danger 
that selfish interests will use the dumping bogie to secure excessive 
or permanent protection. Suitably employed, Jiowever, protection 
against temporary dumping is in the interest of the whole people of 
the nation concerned. Protective tariffs and other measures against 
dumping are at present being employed by an increasing number 
of nations. 

State controlled trade. A still more serious obstacle to the opera- 
tion of free trade appears when the people of one nation must 
trade with the government of another nation. Russia furnishes an 
example; her government exercises, through the Amtorg Trading 
Corporation, a monopoly of the nation's foreign trade. The ex- 
porter who undertakes to sell in Russia can sell only to Amtorg; the 
importer of Rusisan goods can buy only from Amtorg. 

We have been studying the economic forces which, under free- 
dom of trade, tend to bring equilibrium in the trade between na- 
tions, with the maximum of advantage to all c<>ncerned. This 
analysis, however, assumed that trade “between nations" nvas actu- 
ally carried on by private persons in the respective nations — not 
between their governments, nor between private persons in one na- 
tion and the government of another nation. 

In the latter situation it may well be that the interests of the 
nation where free private enterprise prevails cannot be safely en- 
trusted to the tender mercies of free trade between its own na- 
tionals and another people's totalitarian government. The latter 
may be able by arbitrary actions — now dumping goods at less than 
cost, later restricting or prohibiting certain exports; now refusing to 
accept all or certain foreign goods, later subsidizing their import 
— to throw the first nation's foreign trade into turmoil and adversely 
affect the functioning of its domestic economy. 

It is conceivable that under such circumstances as these, a na- 
tion, while recognizing the normal advantages of free trade, may 
find it necessary to sacrifice freedom, and, from time to time, ex- 
ercise some control over its international trade, in order to protect 
its own interests. 

Protection on account of military necessity. Protection may be 
urged from an entirely different standpoint. The tariff is necessary, 
it is said, in order that the nation may be assured of a supply of 
certain products vital to its safety in time of war. 

If it be proved (1) that a certain industry is thus necessary and 
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(2) that this industry will not exist unless relieved of foreign com- 
petition, then it follows unquestionably that protection is advan- 
tageous, Whether thpse two assumptions are actually fulfilled is a 
matter of fact to be determined in each case; it is doubtful whether, 
in a country having the magnitude and variety of resources and 
industries possessed by the United States, there is much room for 
this line of argument. 

Without doubt the extraordinary development, in the period be- 
tween the two World Wars, of protectionism among the nations 
of Europe was in large measure based upon military considerations. 
These nations were preparing for war and seeking the utmost of 
national self-sufficiency in order that in the next war they should 
not be weakened by enemy blockades, as was Germany, for ex- 
ample, in the First World War. Thus we have seen tariff rates of 
unprecedented height, embargoes, quotas, and the other devices 
which marked the nationalistic hysteria of the second quarter of 
the twentieth century. As a result of these policies the outbreak of 
war in the autumn of 1939 saw the chief belligerents possessed 
of a far greater degree of national self-sufficiency than they had 
enjoyed in 1914, though doubtless at the cost of sacrifice in the living 
standards of their people. 

It should be noted that the military necessity argument for pro- 
tection is not based upon the traditional economic grounds. It does 
not rest theoretically upon the false assumption that the people will 
be richer on account of the tariff. It can admit that they will be 
poorer, through having to pay more than is necessary for some 
important commodity. But so are they made poorer by the taxes 
which defray the cost of building battleships. The justification is 
the same in either case. 

• Protection by bounties. Occasionally the object of protection is 
attained, not by a duty on the foreign product, but by a bounty 
paid by the government to the domestic producers. The United 
States, for example, has on occasions sought to encourage the grow- 
ing of sugar by means of bounties. As to their economic significance, 
the bounty and the protective tariff are alike, with one important 
exception. The cost of protection by tariff is imposed upon the con- 
sumers in proportion to their use of the goods in question. The cost 
of the bounty rests upon the whole group of taxpayers. Since pro- 
tection can be justified, if at all, only on the ground of public ad- 
vantage, the apportionment of the cost under the system of boun- 
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ties is more equitable than under that oi the protective tariff. 
Xe\ertheless bounties are very rarely used, probably because it is 
here so evident that protection costs something, that a burden is 
placed on the whole people ior the benefit of a' favored few. 

Ship subsidies. Ship subsidies are bounties paid to ship owners 
or operators in order to encourage the development of national 
shipping — the merchant marine. The economic nature of ship sub- 
sidies is precisely the same as of protective tariffs and bounties. 
The justification of subsidies to shipping must be found, if at all, 
in the military necessity argument. 

International trade agreements: Preferential arrangements. At 
the same time that the recent wave of extreme nationalism was 
leading most nations to curtail severely their trade with other na- 
tions, there developed a contrary tendency to enlarge the area of 
comparative freedom of trade by means of special tariff agreements. 

lire British Empire furnishes a conspicuous example. In 19j2 
Great Britain took definite action terminating her traditional policy 
of free trade, and in the same year established a scheme oi imperial 
preference by agreement with her various self-governing dominions. 
Thus was the British Empire bound together in an area of tariff 
preference as against the rest of the^ world. France, without going 
so far toward a formal organization, made preferential tariff ar- 
rangements with her colonies. Germany was seeking to build up 
a preferential tariff group, including nations under her special in- 
fluence in central Europe as well as certain South American coun- 
tries. Japan was seeking to dominate a great Eastern tariff area 
including Manchuria and China. 

Reciprocal trade agreements of the United States. A somewhat 
different line has been followed by the United States. The trade 
agreement act of 1934 (continued by acts of 1937 and 1948) authoj;- 
ized the President to enter into foreign trade agreements with other 
nations, in connection with which he was empowered to make reduc- 
tions up to 50 per cent in existing tariff rates upon certain imports 
from a given nation in return for corresponding concessions in 
that nation’s tariff in favor of American exports. 

The State Department, from the first, acted with vigor in nego- 
tiating such reciprocal tariff arrangements. By the fail of 1947, not 
only had many such binational agreements been made but a multi- 
national agreement involving twenty-three other nations, including 
Great Britain and Canada, had been concluded at the International 
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Conference on Trade and Employment held in 1947 at Geneva, 
Switzerland. 

These agreements are reciprocal, but not preferential like those 
of most other nations, 'since the United States still lived up to the 
liberal “most-favored-nation” principle, in accordance with which 
any reduction granted to one country is “generalized” to all nations 
with which the United States has most-favored-nation treaties. This 
does not mean that there is no advantage in being the party to a 
trade agreement with this country, since the agreements are based 
on the “chief-supplier” principle; i.e., the United States makes tariff 
reductions only on articles coming exclusively or chiefly from the 
nation which is the other party to the agreement. 

It wDuld be too much to suppose that this reciprocal agreement 
policy is making any real breach in the traditional wall of American 
protectionism. Indeed care has been taken not to permit competi- 
tion that would seriously affect any American industry. This is 
accomplished both by the choice of articles for tariff concessions 
and by limiting the amount of import; for example, in the agree- 
ment with Czechoslovakia her producers were permitted to send 
shoes at the reduced rate, but only up to I i/4 per cent of the aver- 
age annual production of theJUnited States. 

Nevertheless in a world that has been rapidly throwing away 
important economic benefits through an exaggerated nationalism, 
the recent attitude of the United States has presented a powerful 
influence on the more liberal side. This comes with special sig- 
nificance from the nation which for a century has been the chief ex- 
ponent of the policy of high tariff protection. 

War and restriction of foreign trade. The movement toward 
mercantilist restrictions upon foreign trade, which was gaining 
momentum in the decades followdng the First World War, was of 
course tremendously enhanced by the Second World War. During 
this conflict military considerations, to a degree never before wit- 
nessed, impelled all the nations to seize virtually complete control 
of their imports and exports, sweeping away nearly all remaining 
vestiges of freedom. Tariffs, quotas, embargoes, preferential trade 
arrangements, discriminatory import and export duties, subsidies 
and penalties, and outright buying and selling by governments, 
often assuming monopoly position, were the order of the day. Here 
was the twilight — not to say the total eclipse — of free trade. 

Following the war the pendulum began its swing in the other di- 
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rection, though only slowly and weakly in most parts of the world. 
America again took the lead, expanding her previously inaugurated 
policy of reciprocal trade agreements, and seeking, by means o£ 
agreements among the nations and through conditions attached to 
her grants of financial aid (as in the British loan and financial 
agreement in 1946), to induce other nations to remove or relax the 
trade restrictions that survived the war. 



CHAPTER XXXr 


The Business Cycle 

Business fluctuations. Character and types. In our modern society 
economic forces do not remain for long in a state of stable equilib- 
rium. Changes are constantly occurring in some branches of activity 
that do not quickly harmonize whh corresponding changes in other 
branches. At times the whole economy is expanding and business is 
generally prosperous; at other times there is contraction and widely 
diffused recession in business activity. In prolonged periods of de- 
pression, as in the 1930's, the lack of adjustment may be so pro- 
nounced that unemployment runs into millions, while total pro- 
duction and na^^onal income decline disastrously. 

Periods of depression create serious social and economic prob- 
lems. General unemployment means a marked and fairly general 
drop in the standard of living. The homes and savings of many 
are lost; others lose work skills and become afflicted with a deep- 
seated pessimism to which there appears no limit. Economic growth, 
increasing di\ision of labor, and the accumulation of capital goods 
are retarded, and technological progress may be sharply inhibited. 
At such times doubts easily arise as to whether the system of private 
enterprise can ever provide reasonable stability of employment and 
production, and apostles of authoritarianism, in one form or an- 
other, find it easy to sow the seeds of discontent. 

When we speak of an economic fluctuation, we mean a change 
of business activity on a fairly broad scale, which can be repre- 
sented in statistical terms. The statistical index chosen to represent 
the change may be selected from among many that are available. 
For example, ive may chart the volume of agricultural and factory 
production over a period of time, or the extent of employment of 
wage earners, or the average price level, or the rate of return on 
invested funds, thus finding evidence of a general movement up- 
ward or downward as the case may be. In the following pages, we 
shall use such indexes as these to aid us in the analysis of the prob- 
lem of economic fluctuations. 

Economic fluctuations may be classified in four main categories: 
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(!) secular trend, (2) accidental irregularities, (3) seasonal cycles, 
and (4) business cycles. Of these types of fluctuation, the fourth — 
the business cycle — is by far the most important, both as a matter 
of practical concern to mankind and as a problem of economic 
theory. This chapter, therefore, is devoted chiefly to the business 
cycle, with only a brief comment on the other types of fluctuation. 

Secular trend. The term ‘'secular trend’' refers to the long-run 
growth or decline of an industry or an economy. So far there is little 
information, either statistical or theoretical, on the nature of the 
trend. 

Some economists believe that the secular trend is a long-run busi- 
ness cycle. Its upward phase lasts from forty to fifty years, and the 
downward phase in a progressive economy rarely lasts more than 
thirty years. It is also believed by some that the severity of the de- 
pression of the 1930’s is to be explained by the coincidence of the 
recessive phase of a shorter business cycle with the beginnings of a 
downward secular movement. 

Accidental irregularities. This term is used to designate such dis- 
turbances in the normal development of economic enterprise as 
result from isolated events, such as widespread strikes, national dis- 
asters, or popular reactions to changes in governmental policy. 
These disturbances are usually short-lived and self-correcting, but 
their effects appear on any long-run chart of business activity as 
irregularities not to be accounted for by reference to the major 
forces of change. 

A few economists have tried to show that some accidental irregu- 
larities may incite a basic cyclical movement, and that either the 
upward or the downward phase of a business cycle may be tem- 
porarily accentuated through contact of basic forces with accidental 
disturbances. It has been suggested, for example, that the 1928 re- 
covery in American agriculture w^as initiated largely by the con- 
comitant appearance of a bad harvest in Europe and an exception- 
ally good harvest in the United States and Canada. The good harvest 
brought renewed prosperity to the farmer here, and his improved 
condition was soon reflected in improved general business condi- 
tions. Most economists, however, do not attach so much importance 
to the harvests as affecting general business conditions. 

Seasonal cycles. These fluctuations result in part from market 
response to the changing climatic seasons, in part from the con- 
ventions of our calendar. The increased business activity which cor- 
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responds with seed time and harvest in an agrarian country is an 
example. So is the business rush during the Christmas season as 
contrasted with the slack of midsummer. 

Definitely cyclical in character, and appearing each year with 
measurable regularity, seasonal fluctuation may be regarded as a 
distinct form of the business cycle. Many students of the seasonal 
cycle, however, believe it is entirely independent in origin of the 
longer phenomenon, with its alternating^ phases ^of prosperity and 
depression. Nevertheless, given the right phase of the seasonal and 
cyclical movements, it may be possible for seasonal cycles to act as 
initiating or reversing forces in^the business cycle. To illustrate, a 
seasonal upswing occurring at the time of an incipient recovery may 
hasten the cumulative upward movement of the cycle. 

Seasonal fluctuations do not present a major social problem. It is 
true that certain specific industries — such as the manufacture of 
clothing, coal mining, the building trades — may be seriously af- 
fected. In such industries, the problem is one of stabilization 
through improved business organization and management. In so- 
ciety generally, the existence of seasonal fluctuations is clearly recog- 
nized, and economic activity as a whole is fairly well adjusted to 
them. 

The business cycle. Characteristic features. The term “business 
cycle” is ordinarily used to describe a complete cycle in business 
activity, lasting over a period of years. A complete business cycle 
normally embraces within its compass four well-defined phases, to 
which it is customary to give the names: revival or recovery ^ pros- 
perity^ recession^ and depression. 

With minor differences in detail, a general pattern is seen to 
apply to all business cycles. The revival is usually taken as the 
starting point and is marked by the upturn of indexes of business 
activity. The prosperity phase is defined by the later stages of this 
upwai'd trend. Recession begins when the curve of business activity 
starts downward. Depression is indicated by the subsequent low 
points on the curve, continuing until another revival sets in. 

The conditions prevailing in the successive phases of a cycle 
may be roughly summarized. In revival we find rising prices of 
securities and commodities, a rising volume and value of industrial 
pi~oduction, increasing sales and forward orders in most lines of 
trade, increasing employment, mounting loans or debts, and a ris- 
ing rate of interest. 
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In prosperity we find prices continuing to rise but giadualiy level- 
ing off, large accumulated stocks of goods, high but stabilized em- 
ployment, an intensified demand for credit accompanied by high 
rates of interest, and the production of capital’ goods beginning to 
weaken. 

In recession, the business picture is one of decline in sales, orders, 
production, employment, and prices, an increasing real burden of 
debt as the amount of debt is reduced more slowly than the decline 
in the value of assets, and a falling rate of interest 

In the depression phase, debts and stocks of goods have been re- 
duced; prices run at low levels, though security prices may show 
some slight return of strength; the rate of production is low; un- 
employment is widespread; interest rates are low. 

Any one of the major indexes of business activity’^ will show the 
existence of these more or less rhythmic recurrent fluctuations. 
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Fig. B5. index of general business activity, united states, 

1875-1938 1 


Figure 35 portrays the movements of a general index of business 
activity over the period from 1875 to 1938. Starting from each low 
point, there is an upsurge in activity until the peak of prosperity is 
reached, and then a period of contraction until a new low point is 
determined. Despite many obvious dissimilarities, it will be seen 
that the trend of business activity as a whole does describe a rather 
definite pattern within certain well-marked periods. Measuring 
these periods by successive low points, we have the following series 

1 Clearings index of the Federal Reserv'e Bank of New York, with adjustment 
for secular trend, seasonal variation, and changes in the general level of prices. 
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of business cycles: 1878|-1885; 1885-1897; 1897-1908; 1908-1915; 
1915-1921; 1921-1933. 

In Figure 36 the mo^^ements of the indexes of factory employ- 
ment and factory pay rolls are shown. This chart covers a shorter 
span ol years than the one preceding, and it is therefore possible to 
plot the changes, month by month, within the course of each year. 
An examination of this chart will show the existence of complete 
cyclical movements of a shorter duration c than cgn be seen in Fig- 
ure 35. It will be noted that the indexes rose from a low point in 
1919 to a high point in 1920, and then dropped to a new low point 
in 1921. Beginning there, the process repeats itself, another high 
point being reached in 1923 and another low point in 1924. Then 
comes a slow rise to a peak in 1929 and an abrupt fall to a new low 
point in 1933. 



Fig. 36. indexes of factory employment and factory payrolls^ 
1919-1946. (Monthly average 1923-1925 = 100)^ 


This is a record of a series of what are sometimes called minor 
cycles, to distinguish them from the major cycles already described, 
which require a somewhat longer period of time before the cyclical 
forces have spent themselves. In this case it will be noted that the 
duration of these minor cycles is as follows: 1919-1921; 1921-1924; 
1924-1933. Another glance at the chart will show the longer 
rhythmical swing, starting with an extremely low point in 1921 and 

1 Indexes are published currently in United States Bureau of Labor Statistics, 
Employment and Payrolls, and Monthly Labor Review. Washington; Govern- 
ment Printing Office. 
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ending with another very low point in 1933. In the discussion that 
follows, we shall pay attention to the longer cycle as probabK the 
more important, but it should be realized that business cycle anal- 
ysis may be applied to explain either the shorter or the longer 
variety. 

Varieties of business cycles. While the paths that business activ- 
ities trace through successive cycles give evidence of considerable 
similarities, at least in rgugh outline, it must not be inferred that 
one business cycle, follows with any precision the pattern set by the 
preceding cycle. Business cycles cannot be defined as perfectly sym- 
metrical movements, expected to reappear again and again with the 
same shape and timing. 

Indeed when we picture the business cycle in statistical terms 
by plotting a number of indexes of business activity — volume of 
production, employment, national income, consumption, savings, 
investment, prices, interest rates, wages, and stores and inventories 
of goods — careful comparison will show that the patterns so de- 
scribed ^ are much more conspicuous for their variations in form 
than for perfect uniformity. The indexes differ from each other 
within the same cycle, and a comparison of the same index in 
successive cycles will likewise show lack of uniformity. 

The most obvious difference between cycles lies in their duration. 
Comparison of the period 1878-85 with any of the other periods 
in Figure B5, or with the shorter cycles portrayed in Figure 36, will 
make it evident that no given period of years can be designated as 
the normal duration of a business cycle, whether major or minor. 

Neither are any two cycles precisely alike in the amplitude of 
fluctuations; in one cycle business as a whole may progress at a 
faster rate and reach a higher peak than in the preceding cycle, or 
the downward movement of business may become more rapid an^ 
a lower level of activity be reached. 

The ups and downs in the indexes of business activity vary from 
industry to industry in different cycles. In the I920's, activity in 
shipbuilding, anthracite coal mining, and railroad transportation 
lagged behind the majority of industries; while radio, automobile, 
and electric power production advanced very rapidly, setting new 
records of upward change in industrial activity. If there is a build- 
ing boom during an upward phase of a business cycle, residential 

1 With the seasonal and trend effects removed by appropriate statistical 
techniques. 
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construction has often led general business expansion. On the other 
hand (as during the 1930’s), there may be very little residential 
construction, while other types of construction are leading the re- 
covery. 

In some cycles the index of employment may decline more than 
the index of physical production. In others the total national in- 
come may decline less than some component of national income — 
say farm income or business profits. Retail, prices may remain more 
stable than wholesale prices, either in the expansion or the con- 
traction phase. Another cycle may be characterized by a long lag 
of wages behind the prices of goods and services. In the decade of 
the i930’s, wages in a number of trades and skills did not fail on the 
average as much as formerly, and within a year or two from the 
depth of the depression, they rose more rapidly than other wages 
and than most prices of goods and services. But in the same decade, 
wages of unorganized workers did not lag behind prices, but fell 
even more precipitously. 

Analysis of the business cycle: General. This variability of ail the 
measures of business activity, both within each cycle and as be- 
tween any two cycles, is so pronounced that some have questioned 
whether there really is such a thing as a business cycle. Certainly 
the answer would be in the negative if it were found that the ex- 
planation of the chain of events in one cycle had no applicability 
to the situation found in other cycles. But while it is true that in 
a certain sense each business cycle is unique, it is also true that 
analysis of the causal relationships within any given cycle is, with 
such modifications as are dictated by variations in the economic 
setting, generally valid for other cycles. 

The successive phases of the business cycle (except revival, which 
is usually taken as the starting point) seem to be self-generating. 
The revival phase develops through its own momentum into the 
prosperity phase; the prosperity phase contains within itself forces 
which initiate recession; recession in turn develops through its own 
characteristics into depression. In our exploration of the causal re- 
lationships within a business cycle, it is convenient to start with the 
period of revival. 

Revival, The most significant feature of the revival is an increase 
in spending. Ordinarily we find that business spending increases 
first and is followed subsequently by an enlargement of consumer 
spending. Economic science has as yet no completely satisfactory 
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answer as to wbat the forces are which induce this increase in spend- 
ing at a time when business is depressed and unemployment is wide- 
spread. There are, however, some points on which there is general 
agreement. 

In the first place, depression itself to some extent serves to pre- 
pare the way for a revival. Weak firms and weak banks, which have 
survived the first months of the depression, will eventually be forced 
out through banl^ruptcy iand dissolution or reorganization; and the 
surviving firms, with assets written down and capital structures re- 
organized, will be better credit risks and so in better position to 
secure funds for spending whenever business spending appears to 
be warranted. 

Furthermore the continued deflationary pressure of the depres- 
sion itself is almost sure to bring about a reduction in costs. During 
a depression, wage rates, interest rates, and many of the prices of 
producers' goods will have been reduced. Not only are costs, both 
of current production and of new investment, lowejted in this fash- 
ion, but the less eifficient members of any working force a^jd the less 
efficient producers in any given industry are likely to be the ones 
first thrown out of employment. 

The favorable effect of these redjictions in cost should not of 
course be exaggerated. For one thing, it is quite clear that most re- 
ductions in costs bring about equivalent reductions in the incomes 
of other members of the economic system, so that unfavorable effects 
on purchasing power may tend to counteract the favorable effects of 
cost reductions. 

Nevertheless if the depression has the effect of decreasing cer- 
tain sorts of costs that have been out of line with the general level 
of prices and incomes of the community, it may make the prospects 
of future profits more favorable and thus encourage increased busi- 
ness spending. 

But more important is the fact that, if business is to maintain 
even a low rate of production, the time will come when it %vill re- 
quire new machinery and equipment to replace that which has 
worn out. During a period of depression it is the practice of busi- 
ness firms to reduce expenditures for maintenance of plant to the 
minimum by postponing replacements of worn-out equipment, but 
this process of using up capital goods cannot continue indefinitely; 
at some time increased spending for this purpose will be inevitable. 

All three of the causes of revival so far discussed are in some 
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degree automatic in their operation, and they have considerable 
significance. But every history of the business cycle makes it clear 
that the most powerful forces working to initiate revival are ones 
which do not develop automatically out of the preceding phase of 
the business cycle, but are in a sense fortuitous. 

For the moment, let us assume that business activity has been 
stimulated by augmented business spending, and let us follow 
through the developments characteristic -of the successive phases, 
reserving for later consideration the factors that may have provided 
the impetus for this. 

Prosperity. Once a revival is under way, it tends to become cumu- 
lative, feeding on itself for a considerable period at least. It is not 
difficult to see why this is so. 

As new construction projects are launched and carried through, 
men will be employed in building factories, installing machinery, 
and other such operations. Part of the increase in expenditure will 
thus be matched by increases in wage payments. Many of the new 
expenditiyres will go toward the purchase of building materials, ma- 
chinery, tools, etc., and the business firms which supply capital 
equipment will thus find the demand for their goods increased and 
their incomes enlarged. They ^n turn will find it necessary to place 
orders for raw materials, to engage larger laboring forces, and to 
revise their production schedules upward. 

Consumers who have benefited from the primary increases in 
income will of course increase their expenditures for consumers' 
goods, and the demand for these goods will be swelled still further 
as the larger consumer incomes generated by renewed activity in 
the capital goods industries manifest themselves. As wage earners 
come to feel that their jobs are secure and their incomes likely to 
increase, they incline to expand their expenditures beyond their im- 
mediate means and so resort to borrowing in one form or another. 

This factor is of great importance for those industries which pro- 
duce durable consumers' goods, such as automobiles, refrigerators, 
washing machines, and the like, and especially for the field of hous- 
ing. During the decade of 1920-29, consumer spending for the pur- 
chase of new houses was of very large dimensions and was largely 
financed by borrowing from the banks. 

This substantial increase in tire demand for consumers' goods of 
course gives rise to increased production and employment in the 
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consumer goods industries and still further reinforces the trend 
toward increased business activity. 

Furthermore investment in stocks, both of raw materials and of 
finished goods, is certain to be stimulated. Daring a depression, 
businessmen almost invariably attempt to reduce their inventories 
to the lowest possible level, but once revival is under way, this en- 
tire picture changes. The expectation that the volume of sales will 
continue to rise and the fear that a shortage may develop and that 
deliveries of goods may be slow will induce businessmen all along 
the line to build up larger inventories than they have been carry- 

Rising prices of goods of all sorts give them an added incentive, 
for even though they may be most anxious to avoid speculation in 
inventories, the expectation of a continued rise in prices will make 
it seem prudent to add substantially to the volume of goods carried 
in stock. The initial increase in the demand for both producers’ and 
consumers’ goods tends thus to be magnified. 

As recovery proceeds, and especially if it proceeds rapidly, the 
increasing demand for the use of the factors of production and for 
both consumers’ and producers’ goods will bring about higher 
prices. But it is characteristic of a period in which the general level 
of prices is rising that many of the prices which determine costs of 
production — such as wages of labor and prices of capital goods — lag 
behind the sale prices which determine business income. The result 
is a wider margin of profit, which serves as an added stimulus to 
expansion and employment and therefore to income. 

It will be recalled that, when revival starts, banks have large idle 
cash reserves and are ready to lend at low rates of interest. The vol- 
ume of investment in the instruments of production is therefore not 
limited by the quantity of savings available from current income^ 
but can be considerably in excess of that amount. New purchasing 
power is injected into the system by the expansion of bank de- 
posits as businessmen increase their borrowing, and the more op- 
timistic atmosphere encourages consumers to bring some actual cash 
out of hoarding. This increase in investment means, in a succeeding 
period, increased incomes in the way of wages, interest, rent, and 
business profits, and again there can be an increase in total spend- 
ing, and therefore a further impetus to business activity. 

In summary, we may say that the initial increase in spending 
gives rise to a primary increase in income. But this in turn stimu- 
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lates an increase in production over wide areas of the economic 
system, and the increase in production in turn gives rise to a second- 
ary increase in income. Even there, of course, the process does not 
stop, for the eniariged output of capital goods gives rise to an 
increased demand for the raw materials which they require, and 
hence to further increases in income. Thus the initial increase in 
spending spreads throughout the economic system, and with its 
spread the level of production rises, consumers’ and business in- 
comes are increased, further spending follows, and production is 
again stimulated. 

Recession. Prosperity culminates in recession by a corresponding 
set of causal relations. The interaction of increased incomes and 
spending and expanding business activity, which characterizes the 
prosperity phase, may continue as long as income recipients either 
spend or invest their entire incomes, and as long as banks continue 
to expand deposit currency. When conditions develop to arrest 
or stop either of these two processes, the interaction necessary for 
prosperity is interrupted, and the first step toward recession takes 
place. 

As prosperity proceeds and consumer incomes rise, the rate of 
consumer spending may decline, for as incomes increase the natural 
tendency of many income recipients is to save a larger portion of 
their enlarged incomes. As long as these increased savings are in- 
vested in their entirety in new plant and equipment, they are dis- 
bursed to those employed in this capital formation and therefore 
do not necessarily reduce the rate of total consumer spending. But 
if, for any reason, the opportunities for profitable investment shrink 
and savings result in a contraction of bank credit and spending, the 
sustaining factor of prosperity weakens. 

Continued expansion of deposit currency is conditioned, first, 
upon the confidence of entrepreneurs that loans can be used profit- 
ably, and secondly, upon the ability and willingness of the banks to 
expand their loans. Eventually legal requirements limit the ability 
of banks to expand deposits, but before these restrictions become 
operative, the rise in the interest rate and the more careful scrutiny 
of the purposes for which loans are requested retard the expansion 
or bring it to a halt. 

As the investment opportunities of the prosperity phase are ex- 
ploited, the prospect of further profitable investments declines. 
Sooner or later the rise in prices of industrial products will slacken. 
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while wages, interest, and other more sluggishly moving prices 
which affect costs catch up. So it is that the margin of profit on sales 
is reduced, and entrepreneurs are then called upon to determine 
whether future profit possibilities warrant further plant expansion. 

Under these conditions, businessmen, including bankers, may 
conclude as the first possibility that industry has already overex- 
panded and may drastically curtail investment in capital goods. 
Then consumer ^livings will not all be absorbed by investment, 
bank loans will shrink, and a recession in business will be ushered 
in. 

Second, it is possible that businessmen may decide merely to re- 
duce the rate of plant expansion, in the belief that, though there 
may be room lor it, at least in some lines, a more leisurely pace 
might bring about better coordination between the various parts 
of the economy. If this were to be done in such a way that total 
spending was not reduced, there would be no reason why consum- 
ers’ savings could not continue to be invested, nor why the volume 
of bank loans should be reduced. 

Finally, the verdict may be that the decrease in the margin of 
profits is but a pause in the march to a future of boundless promise. 
If there is this degree of optimism, investment may continue far in 
excess of savings from current income, so long as credit facilities are 
available. If this situation continues long, the final stage may well 
be overexpansion of plants beyond the possibility of profitable 
operation in the immediate future, speculative bidding up of the 
prices of securities on the stock exchange — ^to a point above any 
reasonable level based on discount of their future earning power, 
and speculative booms in farm lands (Florida real estate and the 
like), until a point is reached where collapse is inevitable. 

The question may well be raised as to whether it is not possible-n 
when the point of full production has been approximated and be- 
fore competition for raw materials and -workers has forced up their 
prices to unprofitable levels — for business activity to level off and 
to be sustained with reasonable stability on a new and higher pla- 
teau. Though there are many who believe that this can be achieved 
by a careful and intelligent rationing of credit, the fact remains 
that to date we have not succeeded in doing this. In past periods of 
prosperity, excesses of one sort or another have occurred, which 
seem to have put the whole economy out of joint, with disequilib- 
rium in the price structure and in the structure of industry itself. 
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Depression. At the culmination of a period of prosperity, the 
developments we have traced finally interact so as to bring a reduc- 
tion in the rate of prospective profit. The profit margin is pinched 
between a retarded'Vise of selling prices in general and an acceler- 
ated rise of costs. As the rate of interest finally rises above the rate 
of prospective profit, the incentive to borrow for expansion is re- 
placed by an incentive to curtail business spending and pay off 
loans. As soon as the industries producing capital goods find a 
definitely declining market, they add an absolute reduction of out- 
put, disbursements, and bank loans to the now rapidly changing 
picture of business. With consumer spending then further curtailed, 
a definite decline in industrial activity becomes general, and profit 
margins are further narrowed as business costs tend to fall less 
rapidly than other prices. 

Thus begins a spiral of falling values, forced sale of goods to per- 
mit required debt liquidation, consequent reduction of credit cur- 
rency, further depression of values, increased unemployment, and a 
general decline in incomes and trade. A psychological depression re- 
sults, and a reduced velocity in the turnover of currency augments 
the other factors. Declining prices of securities on the exchanges add 
further to business curtailmervts, partly by their psychological influ- 
ence, partly because of their effect on the credit standing of business 
enterprises. 

As trade approaches a minimum and surplus stocks of goods are 
exhausted, as the burden of old debts is slowly removed, as the rate 
of interest falls, as costs of production fall into line with the gen- 
eral decline of prices, profit margins tend to increase enough to 
permit the use of funds more profitably than in paying off loans. 
Such new funds might be used for slight expansions here and there 
in the volume of operations, or for meeting the requirements of 
postponed maintenance of capital equipment. A period of uneven 
but general equilibrium between costs and selling prices, between 
production and consumption, thus tends to prevail until events 
external to the conditions of depression occur to stimulate another 
revival. 

Forces initiating the business cycle. Apparently the conditions 
internal to the business situation in a period of depression can at 
most set the stage for a possible revival, leaving it to external forces 
to set the cycle in motion. The normal operation of the credit 
system exerts no original impulse upon the cycle; low interest rates, 
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excess bank reserves, and superabundant supplies o£ credit proved 
iiielfective in 1932 and 1933 to bring revival out o£ depression. 
Similarly the equilibrium of costs and income, which obtains 
throughout the business world alter recession has worked out its 
effects, is only an invitation to accelerated activity. The spur of 
self-interest under such conditions certainly moves entrepreneurs 
constantly to seek opportunities to expand their businesses. These 
impulses may result in a degree of growth on a somewhat uniform 
level, but they do not appear to be effective for starting the upw^ard 
accelerated surge of activity which is characteristic of a cycle in its 
first phase. 

As a rule, depressions have not ended until substantial new invest- 
ment outlets have been discovered. Historically the classic example 
during the nineteenth century was the development of railroads 
throughout the world. In the United States, up to 1890 at least, this 
provided the largest single outlet for investment funds. The exist- 
ence of such investment outlets affected not only-^ the industries 
directly and indirectly concerned with the railroads themselves; the 
high rate of investment in railroads made for a high national in- 
come and thus stimulated investment in many other lines. 

A more recent example is the automobile industry in the United 
States, which during the decade of 1920-29 grew at a prodigious 
rate. Founded many years previously, the industry had evolved by 
1921 to the point -where it presented an ideal opportunity for the 
investment of capital on a large scale. This investment opportunity 
and the shortage of housing that had developed during the war 
were largely responsible for the quick ending of the 1921 depres- 
sion. 

Investment opportunities may take several forms. Though per- 
haps the most important ones occur when a new industry or a new 
area begins to develop, much investment is undertaken by existing 
firms in existing industries and without reference to the opening 
up of new territories anywdiere in the world. Investment frequently 
occurs as the result of new and cheaper methods of production, such 
as are being discovered almost continuously. After a depression has 
been in progress for several years, even if no major new investment 
opportunity appears, replacement of old equipment and expansion 
of plant are eventually forced upon businessmen, both by the wear- 
ing out of what they already had, and by the availability of new 
kinds of machinery and new productive methods. 
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Theories of the business cycle: The depression of the 1930’s. 
Until the 1930’s, there was little disposition to doubt that sooner 
or later the blight of a depression would be lifted by the im- 
pact of some external force, but the depression which started 
with the crash of 1929 did not run true to form. Depression deep- 
ened for a number of years, reaching its nadir in 1932, and al- 
though enormous government expenditures were made in the hope 
of starting a revival, such modest recovery as appeared was a very 
fragile thing, as showm by the relapse in 1938 following the cur- 
tailment of government spending. Full employment did not come 
until the demands oi the military services and war production plants 
drained the pools of unemployed and created instead a labor 
shortage. 

There is general agreement that the basic difficulty was that, for a 
decade, profit expectations were not sufficiently alluring to induce 
private investment on a scale broad enough to support a vigorous 
recovery. The evidence as to the drop in capital formation is quite 
clear; in 4929 gross capital formation reached a peak of 20.7 bil- 
lion dollars, but by 1932 it had fallen to 3.8 billion dollars, a de- 
crease of nearly 17 billions. While there was a recovery in subse- 
quent years, it was slow, and»even in 1937 the figure was but 71 
per cent of that in 1929. (See Figure 37.) Business cycle theorists are 
still not in agreement as to why, when the bottom of depression 
had once been reached, revival did not appear until forced by the 
demands of war. 

Theory of the matured economy: Statement. One school of 
thought professes to believe that our economy has reached the stage 
where it is futile to expect external forces to lift business activity 
from the depths of depression, or even to expect internal forces 
tD carry revival on into prosperity. In support of their theory, the 
followers of this school make two major assertions. 

The first is that in present-day America we have a “matured'' 
economy. The growth in population has slowed down; the frontier 
has come to an end; there is a dearth of technological improve- 
ments; and in general there is evident a tendency for economic 
and other forces to lose the dynamic qualities characteristic of 
them in the America of yesteryear. The result of all this is said to 
be a marked decrease in investment opportunities. 

The seriousness of such a condition, if it were true, must be 
patent. No longer could reliance be placed on the opening up of 
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Fig. 37 . expenditures for consumption and capitai. formation 
IN THE UNITED STATES, 1923-1939 ^ 


In addition it is claimed that there is discernible an increasing 
propensity to save. As individual incomes increase, there probably is 
a natural tendency to save a larger proportion of the income and to 
spend a smaller proportion, but the statement is intended also to 

1 Adapted from figures in Kuznets. S., mtional Income and Its 
and National Product since 1869. New York: National Bureau of Economic 
Research, 1941 and 1946, respectively. 
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mean that there has been a noticeable tendency for savings to in- 
crease within a given income class; i.e,, those earning $5,000 a year, 
say, are saving more percentage-wise than those who earned $5,000 
a year a decade ago, '^-income taxes presumably aside. 

A decline in investment opportunities, together with a tendency 
to increased saving, would presumably mean a decline in total 
spending and so threaten stagnation, unless spending or investment 
by others were to make up the difference. oGovernpient, so it is said, 
should therefore be called upon to step in where private industry 
fears to tread; public expenditures are prescribed for this condition 
of economic anemia — expenditures in such volume that total spend- 
ing will be sufficient to support full employment. 

According to this theory, if funds for this purpose can be secured 
by taxation that gathers in the funds that would otherwise be saved 
and hoarded, so much the better. But if spending has to be fi- 
nanced by budgetary deficits, there is, according to this theory, no 
real reason for^alarm. We are told that these deficits may be con- 
tinued imerminably without endangering the economic life of the 
community so long as there is a rising national income. 

Criticism. One cannot hope to do more than touch the fringes 
of this controversial question, Jptit it should at least be observed that 
this analysis hardly seems to fit the cyclical movements of the 
1^30’s. The evidence that the decline in the growth of population 
and the end of the frontier have been major factors contributing to 
a decline in investment opportunities is not convincing. 

The assertion that continued depression in the 1930’s is traceable 
in large measure to lack of development of new technologies is yet 
to be proved. The conditions in the 1930’s were so complex in 
nature that there is little data which throws proper light on what 
<;j[id happen in the discovery and use of new technologies. 

This cry of alarm that there is a dearth of technological dis- 
coveries has been heard intermittently every fifty years or so; it was 
heard in the 1830’s, in the 1880's, and again in the i930’s. Yet even 
while the cry is being voiced, great discoveries are in the making. 
The 1830’s marked a beginning of the large-scale application of the 
steam engine to transportation by land and by sea; in the 1880’s, 
there came the application of electricity and the gas engine to 
many new ways of manufacturing, traveling, and living; and now, 
plastics, the airplane, the rocket, and atomic energy. 

The assertion that there is a growing propensity to save does not 
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rest on conclusive statistical evidence. On the contrary, the avail- 
able statistics may point to the opposite possibility; i.e. that relative 
to total expenditures, consumer expenditures have been increasing 
rather than declining in the United States ai^d the United King- 
dom.^ 

On strictly logical grounds, this observed tendency of a rising pro- 
pensity to consume may be reasonably supported. We know that, as 
the economy grows and ntiore advanced techniques are employed to 
bring prices down through savings in cost, individuals easily acquire 
desires for goods other than mere essentials. The automobile, the 
radio, air conditioning, and so on,* open up such vistas of good liv- 
ing that the individual wants to go beyond expenditures on necessi- 
ties. In time what was viewed as a luxury becomes a necessity. This 
tendency, moreover, has been fostered by the convenience of con- 
sumer credit in its various forms — especially installment sales credit 
— so that millions of individuals may realize their desires by spend- 
ing in anticipation of income. 

A free economy: Recent restrictions. Application of J)asic eco- 
nomic principles to the events of the 1930’s indicates a quite dif- 
ferent explanation of the long-continued depression. This is sum- 
marized in the remaining pages of vjiis chapter. 

Business recovery and business progress depend on a free econ- 
omy. In the economy of the i920’s, there were many features ®of 
monopoly or monopolistic practices that impeded the ready opera- 
tion of the pricing system. 

Moreover many of the attempts in the period of depression to 
bring about fuller employment — farm price maintenance, the NRA, 
the sanctions given to labor in the establishment of restrictionist 
practices, and the like — merely served to accentuate the earlier in- 
flexibilities and to make the system less free and even more unwork- 
able. 

Heavy taxes on individual and corporate incomes, defended as a 
means of promoting consumption by taking from those who would 
not spend, made the return on investment of capital in new and 
risky ventures seem frequently too meager to warrant assumption of 
the risk involved. Thus the incentive to investment was checked. 

Furthermore the transfer of spending power to those with the 
lowest incomes — even granting that in some cases it may have been 

1 Clark, Colini The Conditions of Economic Progress* New York: The Mac- 
millan Company, 1940, 
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necessary to avoid acute distress — encouraged the consumption of 
perishable consumers' goods, whereas the essential need was to 
stimulate industries making durable consumers’ and producers' 
goods. 

The free enterprise economy had long been accustomed to capital 
accumulation on a great scale. Almost the entire institutional 
structure and entrepreneurial thinking for nearly two centuries 
had been attuned to a tempo of economic p 3 :ogress involving 
great capital accumulations. It would seem that the attempt to 
reverse the habits of saving, production, marketing, and consuming 
could not be successful. Large industries would have to be changed 
over to the production of less capitalistic goods, while a general 
reconstruction of the financial and legal framework might be even 
more essential. 

In ail major respects the economy of the 1930’s had neither the 
flexibility nor the temperament for sudden and radical change, and 
the program contemplated and partly put into operation was prob- 
ably defeated by amplification of the very forces it was supposedly 
designed to overcome. The uncertainties introduced by these efforts 
to change simply compounded the uncertainties growing from a 
shackled price system. The one choice left to many was to spend 
largely on necessities; others simply increased their liquid assets. 
Purchasing power did not flow from such actions in the amount 
necessary to maintain full employment. 

Pump priming and deficit spending. The suggestions contained 
in the paragraph above deserve some amplification, especially in 
view of the practical importance assumed by efforts to increase con- 
sumer spending in the period of depression. In the early days of the 
New Deal, it was anticipated that, after the pump had been thor- 
oughly primed through government expenditures, it would work 
without further attention. In other words government spending was 
viewed as the external factor — though an artificial one, to be sure — 
necessary to gi^^e the impetus to business revival. It was only when 
business activity showed little disposition to stay revived that the 
doctrine of continuous government support, to offset the alleged de- 
creasing propensity to spend, was advanced. 

If it be assumed that very little plant is used at capacity at the 
time such a policy is put into effect, then an increased demand for 
some or all goods would presumably tend toward fuller use of plant 
and equipment and make for more employment in some or all of 
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the jilaiits. The extent to which the increase in purchasing power 
would be effective would depend, among other things, upon the 
extent of excess capacity in each industry and the way in which the 
increases in demand were distributed. Obvioisly some industries 
would be closer to capacity than others; if the increases in demand 
were in proportion to these excess capacities, the probability that 
the economy would reach a general state of ecjuilibrium might be 
plausibly argued.. 

This latter assumption is the one usually (though only tacitly) 
made when it is held that an injection of additional purchasing 
power, chiefly placed in the hands of those with lowest incomes, 
w^ould reduce unem]>loyment and bring prosperity. But these as- 
sumptions may not be very realistic. It may be found that the new 
demands for goods and services are out of line with the excess ca- 
pacities in the various industries, and moreover that the flow of 
purchasing power may be in such directions as to create more hoard- 
ing than spending. The fact that by 1939 there were still millions 
of unemployed gives support to this hypothesis. 

Restoration of investment. By 1937, following four years of deficit 
spending by the federal government and of I’elief payments and 
public works expenditures by state^and local governments, there 
was a large increase in certain areas of consumer expenditure over 
the early years of depression. As can be seen in the table on page &34 
and in Figure 38 on page 635, the index of total consumer outlay 
for that year reached 103 as compared with 80 for 1932, and by 1939 
the index number had climbed to 111. 

With a rise in the consumption of nondurable consumer goods 
well above the 1929 figure, w^e might have expected a somewhat 
comparable advance in the output of both producers" and con- 
sumers" durable goods. Actually the index number for producers" 
durable goods, after sinking to 33 in 1932, rose only to 88 in 1937 
and thereafter fell back to 81 in 1939. For durable consumer goods 
the index dropped to 49 in 1932, rose to 83 in 1937, and then 
slipped back to 80 in 1939. Total gross capital formation in 1937 
was 29 points below that of 1929, and in 1939 it was still 27 points 
short of the 1929 figure. By 1939 the index for producers" durable 
goods reached 81, while that for private nonresidential construc- 
tion — an important indicator of activity in factory, office, and store 
construction — had crawded up to 33, but two points above the 1929 
low. Inasmuch as durable consumer goods require more producer 



THE AMERICAN ECONOMY IN TRANSITION, 
(All figures are relatives on a 1929 base) 

1929-19391 


Time Series 

7929 

7932 

7937 

7939 

Gross Natural Product 

Total 

100 

67 

97 

103 

Consumer outlay 

Total 

100 

80 

103 

111 

Perishable goods 

100 

92 

122 

129 

Semidurable 

100 

81 

84 

95 

Durable goods 

100 

49 

83 

80 

Services 

100 

78 

99 

111 

Gross capital formation 

Total 

100 

18 

71 

73 

Producer durable goods 

100 

33 

88 

81 

Residential construction 

100 

27 

51 

76 

Private nonresidential construction 

100 

31 

40 

33 

Public construction 

100 

92 

88 

100 

Labor Force 

Total 

100 

104 

110 

112 

Number employed 

Total 

100 

81 

98 

97 

Civil nonagricultural 

100 

74 

97 

95 

Number unemployed 

100 

794 

485 

590 

Output^ Employment^ Earnings in Major 

Industries 

Agriculture: 

Output 

100 

100 

106 

111 

Number employed 

Average hourly earnings 

100 

96 91 

(no data available) 

89 

Coal nndning: 

Output 

100 

60 

80 

73 

Number employed 

100 

81 

90 

82 

Average hourly earnings 

100 

81 

125 

129 

Manufacturing : 

Output 

100 

54 

103 

103 

Number employed 

100 

62 

102 

94 

Average hourly earnings 

100 

85 

118 

122 

^Steam railroads: 

Output 

100 

52 

81 

75 

Number employed 

100 

62 

68 

60 

Average hourly earnings 

100 

95 

109 

115 

Electric light and power: 

Output 

100 

93 

136 

152 

Number employed 

100 

84 

96 

93 

Average hourly earnings 

100 

104 

126 

184 


1 Source: National Bureau of Economic Research. 
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goods for tlieir manufacture than do perishable consumer goods, it 
is perhaps not surprising to find that the index of durable con- 
sumers’ goods was in 1939 but 80 per cent of the 1929 figure. 



1923 1925 1927 1929 1931 1933 1935 1937 1939 

Fig. 38, consumer outlay in the united states, by kinds of 
GOODS, 1923‘“39^ 


Explanation of this situation may be found in the growing inflex- 
ibilities of prices and wages. As we have noted, general equilibrium 
requires that the supplies of goods and services advance or decline 
fairly evenly with the increases or decreases in the demand for 
goods and services. If an advance is impossible in certain areas be- 
1 Ibid , 
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cause of these inflexibilities, decrease in total spending is not neces- 
sarily avoided by an immediate and automatic transfer of demand 
to other lines. Indeed it is more likely that such a situation will 
encourage a decline '^‘n the propensity to spend — the very thing gov- 
ernment spending was intended to combat. 

An excellent illustration of this is afforded by the history of resi- 
dential construction during this period. During the last half of the 
19S0’s, the rate of increase of new families rose, ^while throughout 
the decade population continued to grow. Yet there was far from a 
proportionate increase in residential construction. In 1937 such 
construction was only half of what it had been in 1929, and by 
1939, when the marriage rate was rising, the index of the value of 
residential construction was but 76. 

It is not difficult to account for this lag in home construction. In- 
stead of going down — as had the costs of food, clothing, radios, and 
other consumers’ goods — dwelling costs advanced rapidly, in the 
face of a precipitous decline in rents. To some extent this may be 
attributed to the heavy concentration of government spending in 
the construction field, but in large measure it was the result of re- 
strictive practices; i.e., the unwillingness of various building trade 
unions and contractors to permit the introduction of cost-saving 
methods of construction, “feather-bedding,” and trade union prac- 
tices which by one device or another forced up wages and other 
unit costs much more rapidly than in other industries. Thus the 
rise of wages in the building trades in early 1937 was so rapid as to 
be unprecedented, and price advances were almost as speedy. 

It was stated previously that when prices and incomes in some 
industries move more and more out of line with prices and incomes 
in other industries, a compensating increase of expenditures upon 
tjje products of industries whose prices lag does not necessarily ma- 
terialize. There may be two related movements which reduce such 
compensatory spending by individuals. 

The first stems from the inelasticities of the supplies of the factors 
of production. For example, in the building trades wage increases, 
offered to bring forth more labor, may be but slightly effective be- 
cause of the restrictions upon entry into labor unions. The net re- 
sult may be an increase in wages for those employed and a higher 
price of the product. 

Secondly, the unemployed, already uneasy, are made more uncer- 
tain about their future incomes and incline to continue their ex- 
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penditures at a bare minimimi. In other areas of the economy, 
manv producers become uncertain about the future prices of goods 
and services affected by the restrictive practices and wonder whether 
prices that seem so out of line can be maintained in the future. 
Therefore, rather than spend, they prefer to await further develop- 
ments and in the meantime to increase cash balances. 

In the 1930's many individuals reduced their relative expendi- 
tures upon durable goods — notably housing, automobiles, and 
household goods. Others turned to purchases of low-priced and in- 
ferior qualities of wearing apparel and household furnishings, and 
to second-hand cars instead of new ones. Automobile production de- 
clined to a point where it barely provided for replacements. 

Entrepreneurs, instead of making investments in producers' dur- 
able goods, shifted as much as possible to short-term capital, or 
made only seriously needed replacements of long-term capital. 

Durable goods industries in general were probably affected by the 
rapid advances in the price of steel, perhaps the most important 
commodity from the standpoint of over-all business activity. The 
index of steel prices, down to 82 in 1932, rose to 114 by the middle 
of 1937. This increase probably reflects the rise in steel wages along 
with unwillingness to pass on, in the^form of price reductions, cost- 
savings resulting from the application of certain improved methods 
of steel production — particularly new large-scale methods in rolling 
and shaping sheets and forms.^ 

In other industries — bituminous coal, for example — ^while prices 
did not advance to the same extent, they nevertheless did not fall 
as much as they would have if the savings in cost had been passed 
on to the entire economy and not devoted to wages and profits 
alone. 

In a word, because of restrictive practices of producers, there may 
appear in the economy a tendency to delay spending. Investors will 
be led to wait until a time when the uncertainty about prices and 
incomes has sufficiently abated to warrant assuming the risks of 
those obligations which are usually incurred in financing the pro- 
duction and distribution of all durable goods. It is only in this 
respect that the declining propensity to consume comes to have 
any bearing upon the cyclical aspects of the price system. 

1 Bell, Spurgeon, Productivity, Wages, and National Income. Washington: The 
Brookings Institution, 1940. 
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Stabilizing the economy. In a free market economy, with mo- 
nopolistic and restrictive practices held firmly in check, the price 
system would probably readily adjust the flow of production to de- 
mand as expressed Ey willingness to buy at given prices. The clear- 
ing of the market under these conditions is automatic. The return 
on investment and the payment for the services of labor would tend 
to be determined by the markets for these factors rather than by mo- 
nopolistic control of their respective supplies. There would be a 
minimum of income inequalities arising out of monopolistic control 
over supply. 

The price system would, moreover, bring adjustment in such a 
relatively short time that the advance of some industries over others 
would tend to be considerably less disproportionate and unbalanc- 
ing. The accidental events of new products, new demands, new 
technologies, while they would still bring about those changes in 
the economy which are the marks of progress, would not tend to 
lead to major ^disequilibrium. The swings of the economic pen- 
dulum would be reduced to short movements about a point of equi- 
librium, with shifts in demand operating through price changes to 
bring capital and labor into production of the products that the 
people demanded. 

Curtailment of monopoly and market restrictions may require 
considerable reshaping of individual behavior, and many persons, 
looking only at things near at hand, may perhaps respond reluc- 
tantly to efforts to curb their practices. Nevertheless, if man is to 
continue to make his own decisions about the way he works, spends, 
and invests, he must realize that a program to eliminate monopo- 
listic and restrictionist practices is in the end the true road to pros- 
perity, both for him and for his neighbors. To that end he must 
f^2(Cus his attention, along with that of his neighbors, upon the con- 
struction of an adequate antimonopoly and antirestriction program, 
to be administered by a strictly impartial government that is itself 
limited to its essential governmental functions. This is the only 
solution which the economist can honestly offer to those who desire 
to retain the free enterprise economy. 

It is clearly an essential part of this program that the government 
itself refrain from industrial activities which compete and interfere 
with private enterprise, and likewise that it limit its interference 
with the freedom of private industry to the restrictions necessitated 
by its police function and its duty to restrain or regulate monopoly. 
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Freedom of capital to enter industry, freedom of labor to join or 
not to join a union, and freedom of both employer and employee to 
bargain, either with or without participation of a labor union, com- 
prise a second cardinal principle of such a pro|ram. 

A third principle demands that protective tariffs on imports or 
exports be brought to a minimum, so that the restoration of free 
world trade may be promoted. 

In a word, there is but-% one way to induce continuing growth of 
national income and employment; namely, continuous increase of 
the output of goods and services. This demands, above all, per- 
sistent reduction of the prices of ithose goods and services whose 
production is undergoing cost-saving through the application of 
new techniques and methods of production and through an increas- 
ing division of labor. 

In a free economy cost-saving does not flow entirely, or even 
principally, into profits and wages; its benefits accrue to all eco- 
nomic groups through lower prices and increase of products. It was 
this passing on of the results of cost-savings to the public which, 
until the late 1920’s, accounted for the rapid growth of the Amer- 
ican nation. Continued progress along this line is dependent upon 
preservation of the free economy. 



CHAPTER XXXII 


Unemployment 

Meaning of unemployment. In this chapter, we shall commence 
the study o£ certain problems#, confronting the wage earner in. 
modern industry, selected for our discussion from a much larger 
number of labor problems because of their importance to society 
as a whole as well as to the individuals affected by them. The 
present chapter deals with the problem of unemployment. 

The unemployed consist of workers unable to find employment 
though seeking^it and competent to perform work. This definition 
does not include all who may be idle at a given time. Those who 
won’t work — ^wage earners on strike and the work-shy — are not in- 
cluded. 

It is a more difficult problem to decide whether the definition of 
unemployment should include the aged and disabled — people who 
have been wage earners and are now seeking jobs, but who, through 
accident or disease or because of the preference given to younger 
workers, have lost their ability to find employment. For the most 
part, these unfortunates are victims of our modern system of pro- 
duction. Their condition is frequently the result of the health 
hazards of industry or the tension and strain of present-day pro- 
ductive methods, which place a premium on youth. The statistics 
%diich we shall use in estimating the amount of unemployment 
include this group of people, but when dealing with the causes and 
remedies of unemployment it is well to keep them separate from the 
rest of the involuntarily idle, since in these respects the aged and 
disabled present a problem peculiar to themselves. 

Extent of unemployment. Although complete and accurate in- 
formation of the extent of unemployment is not available, its 
amount is known to be large even in times of normal business 
activity and to rise to astonishing proportions during depression 
periods. The accompanying table shows the course of unemploy- 
ment since 1920, both in numbers and in percentages of the wage- 
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earning population. These estimates cover all types of employment 
except agricuitiiral workers. 

ESTIMATED UNEMPLOYMENT IN THE UNITED STATES^ 


Year 

Average monthly 
number unemployed 

Average percentage of 
all wage earners 

1920 

1,400,000 

5.1 

1921 

4,300,000 

15.3 

1922 

3,400,000 

12.1 

1923 

1,500,000 

5.2 

1924 

2,300,000 

7.7 

1925 

1,800,000 

5.7 

1926 

1,700,000 

5.2 

1927 

2,100,000 

6.3 

1929 

1,864,000 

3.9 

1930 

4,735,000 

9.7 

1931 

8,568,000 

17.4 

1932 

12,870,000 

25.9 

1933 

13,271,000 

26.4 

1934 

11,424,000 

22.5 

1935 

10,652,000 

20.8 

1936 

9,395,000 

18.2 

1937 

8,282,000 

15.8 

1938 

10,836,000 

20.5 

1939 

9,979,000 

18.7 

1940 

9,104,000 

16.9 

1941 

5,013,000 

9.3 

1942 

2,382,000 

4.4 

1943 

1,070,000 

2.0 

1944 

842,000 

1.6 


Even in prosperous times there is a substantial amount of un- 
employment. From 1923 to 1929, nonwar years of active business 
conditions, there were never less than one and a half million work- 
ers involuntarily idle nor less than about 4 per cent of the total 
number of wage earners. Averaging the number of unemployed in 
good times and bad, the estimates indicate that some 8 per cent 
of all the workers are involuntarily idle all the time. So persistent 
is this condition that it has come to be called normal or chrojiic 
unemployment. 

Unemployment becomes acute during times of depression. The 

^ Figures to 1927 from National Bureau of Economic Research, Recent Economic 
Changes in the United States, New York: McGraw-Hill Book Company, 1929, Vol. II, 
p. 478. Figures from 1929 through 1940 are estimates of the American Federation 
of Labor published in the American Federationisi^ January 1936 and May 1941. The 
year 1928 is not included by either of these sources. Figures from 1941 based on 
figures in War Manpower Commission, Manpower Review. Washington: Govern- 
ment Printing Office, June 1943 and June 1945. 
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disasti-ous unemployment which accompanies a prolonged depres- 
sion is shown in the figures from 1931 to 1940 when the number of 
unemployed at its maximum in 1933 reached over 13,000,000 work- 
ers and represented over one out of every four wage earners. But 
even these figures, large as they are, do not tell the whole story, 
for the well-established practice of spreading work by placing the 
whole labor force on part time reduced the percentage of complete 
unemployment and threw a burden of^- partial ^idleness upon the 
workers who still held their jobs. At the end of 1937, when nearly 
10,000,000 workers were wholly unemployed, an additional 5,000,- 
000 were working on the average only 18 hours per week, or less 
than half-time. 

When unemployment reaches such extremes, it becomes the 
major practical problem of the day. Through their effect on the 
employment market, the forces causing a recession of business 
activity renew themselves and tend to carry the depression to even 
lower levels. The initial maladjustment in the business world 
throws large numbers of men and women out of work. The cessa- 
tion of tfieir buying power in the market prolongs and increases the 
maladjustment, causing further recession of business activity and in 
turn additional unemployment. It is likely too that some of the 
things done by the government and other social agencies to relieve 
(distress and make work for the idle act as independent causes re- 
tarding normal economic recovery or even aggravating the depres- 
sion. 

Causes of unemployment: Demand and supply of labor. The 
causes of unemployment in the broadest sense, however they differ 
in detail, have one essential characteristic in common. They are all 
aspects of maladjustment between the demand for labor and the 
supply of labor in the employment market. 

The supply of labor, consisting of the services of human beings, 
is not as a total supply subject to sudden and substantial changes. 
The relative immobility of labor which impedes the transfer of 
workers from place to place and from one kind of occupation to 
another in response to changes in demand, though not a positive 
cause of unemployment, does have an aggravating effect upon the 
amount and duration of idleness resulting from other causes. 

Since the supply of labor is not subject to sudden or capricious 
change, the forces which upset the equilibrium of demand and 
supply must operate principally on the demand side of the market. 
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Tliere is an unexpected reduction in the need for wage labor or in 
the profitableness of its employment in some large occupational 
group, or in several such groups simultaneously, or in ail industries 
together. Discovery of the major causes of th^^e changes enables 
us to identify three principal types of unemplo\ment, each with 
its own characteristics of cause and remedy: technological, seasonal, 
and cyclical unemployment. 

Technological unemployment. The invention of new and the 
bettering of old machine equipment, reorganization of the layout 
ol production within an enterprise, improved methods of manage- 
ment, and the like are salient features of modern industry. Any 
such change is considered an improvement only if it reduces costs 
of production. The saving of cost usually takes the form of a reduc- 
tion of wages per unit of output, accomplished either by diminish- 
ing the number of workers employed or substituting a cheaper for 
a higher grade of labor. The immediate effect of technical pro- 
gress therefore is to reduce the demand for the laboi; of some occu- 
pational group. 

It is hardly necessary to present evidence regarding so com- 
monplace a feature of our industrial order. Technological change is 
incessant in ail lines of production. Generally the specific event has 
a relatively small effect on the labor market, but even minor 
changes, if they are real improvements, tend to unsettle the equilib- 
rium of demand and supply at some point. 

There are times, however, when technological progress seems sud- 
denly to affect large areas of the industrial system and to exert far- 
reaching influences upon the wage-earning class as a whole. Work- 
ers in a given industry are not affected by changes in that industry 
alone, but may find the sale of their own product and hence the 
demand for their labor decreased by a reduction of costs in an enters 
prise producing a competing commodity. Thus the influence of 
technical advance is broadly diffused through the laboring popula- 
tion. 

Although distorted in some respects by the depression of the 
1930's, available figures of the changes in output, man-hours 
worked, and output per man-hour from 1923 to 1940 in manufac- 
turing, transportation, public utility, and construction industries 
emphasize the cumulative effects of technological progress,^ As com- 

1 Hagan and Kirkpatrick, “National Output at Full Employment,” Amencan 
Economic Review. Menasha, Sept., 1944. 
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pared with the base period, 1923 - 25 , output by 1940 had risen 35 
per cent while man-hours worked declined 19 per cent so that out- 
put per man-hour increased by 67 per cent. The decline in man- 
hours worked represents not only the shortening of the work week 
but also the temporary displacement of workers who suffered unem- 
ployment for various periods of time. 

In contrast to the immediate effect, ultimately technological 
progress does not reduce and may actual' y increase the demand for 
labor. Increasing efficiency of industry offers an immediate oppor- 
tunity to shorten the work week and thus counteracts the tendency 
to reduce tlie numbers emplayed. Of much greater significance, 
however, technological improvement, since its effect is to lower the 
costs and hence the prices of goods, constantly increases the volume 
of goods sold and promotes expansion of industry. Expanding in- 
dustry creates a new demand for labor, which tends to reabsorb the 
temporarily displaced workers. 

The amounjt of expansion and reabsorption of labor resulting 
from a g^ven price decline will depend on the elasticity of demand 
for the good. If the demand is elastic it is possible that even more 
labor will ultimately be employed in the same industry after the 
change than before, althoug^t the increased demand may be for a 
different kind or grade of labor. If elasticity is comparatively slight 
tiiere will probably be a permanent decline in the number of work- 
ers in that particular industry. But then consumers will be spend- 
ing a smaller total amount of money on this particular good, and 
the purchasing power released by the change will be expended on 
other goods and services. Under either alternative therefore the 
final effect of the change on employment is not an absolute reduc- 
tion of the number of workers employed but at most a shifting of 
jjlemand from one labor group or one locality to another. 

If other alternatives are examined it will be seen that these 
ultimate consequences remain the same. The new invention or 
scientific discovery may create an entirely new industry which 
undermines an older one, as the automobile has reduced the man- 
ufacture of horse-drawn carriages, or the radio has brought hard 
times to the vaudeville stage. But these developments, when they 
have worked out their effects, merely reduce the demand for one 
kind of labor and increase that of another. Or we may assume, as is 
sometimes argued, that the gain from a cost-reducing improvement 
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is not passed on to tlie consumer but retained by the owner oi the 
industry. Even then the owner will normally spend his monopoly 
profits either through the investment market or for consumable 
goods, thus increasing demand lor labor at som^ point in the pro- 
ductive system. 

In the long run therefore improvement ol production methods 
cannot permanently lessen the demand for labor as a whole; it 
merely redistributes the liemand among the vocational groups 
which make up the wage-earning population. Idris however docs 
not disprove the existence of an immediate problem. Each case of 
technological unemployment may Jpe temporary in the long-run 
view of things, but it is nonetheless serious at the moment 10 
the workers affected by it. It may even be permanently disastrous to 
certain groups whose crafts are rendered obsolete by new machines 
and whose means of livelihood on the former level of comfort have 
vanished. 

Even for society as a whole the net result in eras of broad scale 
and continuous change is not temporary but prolonged unemploy- 
ment. The individual cases add up to a large total of people out of 
work at any given time, and the unceasing march of technical prog- 
ress replenishes the army of the unemployed year after year as 
different individuals drift in and out of its ranks. 

Seasonal unemployment. Unequal distribution throughout the 
year either of the sale of the product of an enterprise or of the 
supply of raw materials it utilizes results in seasonal changes in the 
demand for labor. The causes of these fluctuations are so many and 
so various that no detailed account can be given of them here. 
In some cases it is habit and custom — fashion, the observance of 
holidays, etc. — which alter the demand of different seasons for the 
products of labor; in others climatic changes affect either the cl^ 
mand for some product, as clothing and fuel, or the supply, as in 
agriculture, or the facility with which production can be carried on, 
as in the building trades. Very few industries are entirely immune 
from seasonal influences, either directly or through the medium of 
other industries initially affected. 

That these rhythmic fluctuations in the tempo of business 
activity create unemployment goes without saying. In the coal 
industry 40 per cent of the workers employed in the best month 
are idle m the worst; employment in the construction industry has 
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fluctuated as much as 79 per cent in the course of a year; in retail 
trade by 30 per cent; in clothing manufacture by 35 per cent; in 
automobile manufacture by 24 per cent. 

It is characteris^c of the irrevocably seasonal industries to attach 
to thcmsehes a supply ol labor equal to the demand at the highest 
seasonal point. Relatively high wages, bonus payments, overtime 
pay offered by employers to stimulate output at these peak points 
mislead workers into the belief that these vocations are unusually 
profitable. So there accumulates a leseive of labor, or a supply of 
workers in excess ol the number that would be required to produce 
the same annual output on a stabilized plane of operations. In coal 
mining, for example, it was found at one time that 200,000 workers 
w’ould be continuously idle if production were spread evenly 
throughout the year. This wasted labor is the ultimate social loss 
from the seasonality of industry. From the point of view of the 
worker the loss is self-evident. 

Cyclical unemployment. The effect of the business cycle on em- 
ployment varies with its different phases: an increasing demand for 
labor during the recovery phase, a relatively full and steady de- 
mand during the prosperity phase, declining demand during reces- 
sion, abnormally small demand, more or less prolonged, during 
depression. How extreme may be the resulting unemployment in 
the trough of a depression is shown by the figures already given 
for 1921 and 1933. When conditions were at their worst, following 
the crisis of 1929, a quarter of American wage earners were out of 
w^ork, many millions were destitute, and the combined resources of 
city, state, and national governments were strained to keep the peo- 
ple from want. 

Depression ultimately finds its way into recovery, and cycli- 
cal unemployment gradually disappears. But recovery from a bad 
depression always brings with it far-reaching readjustments within 
the industrial structure, causing some forms of economic activity to 
shrink below previous levels, others to expand. The restoration of 
the demand for labor therefore may never reach some occupational 
groups, and many people may suffer unemployment prolonged far 
into the recovery period or be obliged to shift to new occupations 
or new localities to their enduring loss. 

Attitude of the laborers. The fear of unemployment exerts a 
powerful influence upon the behavior of the wage-earning classes of 
society. Its causes are for the most part beyond their control. Yet 
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it is they who feel its effects most grievoiish, and it is but natural 
that they should seek to protect themsehes by using any weapons 
which lie in their power. 

When labor is organized in defense of its in^rests, the union is 
prone to adopt policies designed to prolong the job or to spread it 
over a larger number of workers. One such policy of union labor is 
the demand for what is known as the ‘ffuii crew.'" Agreements be- 
tween trade unions and lemployers in the building trades often 
specify that each group of craftsmen be accompanied by a min- 
imum number of apprentices and helpers. Labor organizations on 
the railroads have demanded that egch train be staffed by a certain 
number of workers of various classes, without much regard to the 
real utility of the full crew in the circumstances of the case. The 
seamen's unions have advanced similar demands with respect to 
ocean-going vessels. 

Fear of unemployment is also in some measure responsible for 
the emphasis the unions place on seniority rules governing layoff 
and rehiring of workers. These rules and the dispositiop of em- 
ployers to follow similar practices in the absence of union rules 
give security of employment to workers in accordance with their 
length of service. Workers therefore^ feel that they have a better 
chance of retaining a job if they have held it for some time, and 
this tends to hold them to their present employer even in the face of 
better wages elsewhere. It is not unlikely that this practice, stem- 
ming directly from the frequent occurrence of unemployment, is a 
major cause of the immobility of labor, which, as we have seen, 
tends to retard the correction of unemployment. 

But the most far-reaching effect of the fear of unemployment 
upon the conduct of the workers is seen in the disposition of labor 
—the unorganized as well as the members of trade unions — to opr 
pose measures designed to increase production. It is impossible to 
calculate how much society loses through the time-wasting devices 
of workers in fear of unemployment Make-work tactics are not 
founded on any closely reasoned economic policy, but they do 
reflect a general belief that there is at any given time only a certain 
amount of work to be done. The problem of each laborer is to get 
his share of this quantum of employment. It is assumed that, if one 
man through extra exertion does the work of two ordinary workers, 
he drives someone else into unemployment; if all workers discharge 
functions with unusual efficiency, they wdll all be forced into idle- 
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ness a part of the time; employment is a thing to be husbanded, 
economized, made to last. 

The importance of the job to the worker is so great that he de- 
velops a proprietary attitude toward it whenever conditions are 
favorable. Strongly organized groups which have entered into col- 
lective agreements with their employers fall into the habit of view- 
ing the job as the joint property of employer and worker. They 
believe that neither party to the labor contract has the right to dis- 
pose of these jobs without consulting the other party. 

An understanding of this view of the situation throws light upon 
the behavior of men when on- strike. The strikers do not assume 
that their action has freed the employer from any obligation toward 
his former labor force and has authorized him to offer employment 
to anyone in search of work. They say they have quit work wdth the 
intent of retaining the job, that the strike is merely a contest over 
the terms of employment between the tw^o parties who jointly con- 
trol employment in the enterprise. Until this contest is settled, the 
strikers /eel that the entrepreneur does not have a free hand in 
filling the vacant places; any worker who accepts employment dur- 
ing the strike is a job-stealer, a '‘scab’', and against him aggressive 
measures may be employed \)i2:ith propriety. 

Remedies for unemployment: Adjustment of labor supply: Mo- 
bility of labor. Among the remedies for unemployment we shall 
consider only those which, by attacking the causes of unemploy- 
ment, show promise of working permanent improvement. Each 
type of unemployment calls for remedies pertinent to its own 
causes. But there are certain policies or programs of action which 
may be applied to the problem as a whole. 

All types of unemployment result in the last analysis from the 
Jailure of the labor supply to adjust itself promptly to changes in 
demand. While steps may be taken to control the abruptness of 
these changes, it is obviously profitable also to adopt measures to- 
reduce the lag in the response of labor to them. 

This requires that wage earners be ready and able to desert local- 
ities or occupations whenever shifts in demaiid make them rela- 
tively overcrowded. A few moments’ thought will disclose the 
obstacles which prevent this response. Wage earners are human 
beings, attached to their places of residence by those ties of senti- 
ment, human relationships, and material interest which bind all 
social groups to their home communities. In the skilled trades the 
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iiidi\iduai's knowledge of the craft is a possession not applicable 
to other vocations and therefore lost when he changes his calling. 
Moreover willingness to make these sacrifices is not sufficient to 
enable the worker to move from one vocation *p another, for it is 
oiten impossible for him to acquire the new skills demanded of him 
in the new line of work. Any policy which increases the worker's 
mobility in the geographic sense or his versatility in the craft sense 
will reduce the amount of ^inemployment. 

Public employment ofiices. Frequently workers simply do not 
know that jobs are more plentiful in another locality or another 
vocation, and they may have no reliabie sources of information on 
these matters. The employment market can be better organized, so 
that obstacles to the redistribution of labor due to mere ignorance 
of the facts will be removed. Organization of the markets for se- 
curities and the staple commodities has been perfected through ex- 
changes which bring demand and supply continuously together. 

The same principles can be applied advantageously to the labor 
market by means of the employment office and the labor e;xchange. 
A complete system of employment offices would cova' the entire 
industrial area with an intercommunicating series of local agencies, 
-each registering and classifying the idle workmen and the avail- 
able jobs in its locality, and ail cooperating to distribute unem- 
ployed labor over the entire area with as little delay as possible. 

Most modern industrial nations, except the United States of 
America, have long had efficient nationwide systems of this sort 
under public management. In the United States until recently this 
service liad been left to the individual states or to private profit- 
making agencies. A few of the states w'orked out fairly efficient 
systems, but for the most part the state employment office has been 
a perfunctory affair, staffed by political job holders. The private 
agencies, since they profit from a continuance of the evil they pur- 
port to remedy, are frequently even worse than this, adopting prac- 
tices which partake of outright fraud. 

The passage of the Wagner-Peyser act in June, 1933, marked the 
beginning of a ne'^ national policy with regard to this problem. 
This law created the present United States Employment Service 
with a central office in Washington, staffed with trained people 
under a director-general, who has the assistance of an advisory 
council representing employers and workers. To stimulate state 
action the law empowered the federal government to make an an- 
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the states according ^to population, on condition that each state 
which accepts the grant shall match the federal subsidy dollar for 
dollar and that th(^ state’s system of employment offices shall meas- 
ure up to standards defined by the federal service. The remaining 
$1,000,000 is used to conduct an interstate clearing house of in- 
formation, to inspect the state services, to carry on research and 
publication, and to render certain dirett servi<;es to labor in the 
District of Columbia and among the war veterans. 

At first the states were slow to respond to the invitation of the 
federal government to revamp dieir employment offices and affiliate 
with the United States Employment Service. By June, 1935, only 
twenty-five states had done so. But the passage of the Social Se- 
curity Act in 1935 hastened the process. This law embraces a broad 
group of policies, but its provision of federal aid to state unem- 
ployment compensation systems, by necessitating the creation of 
state-wide employment offices to record the unemployed and dis- 
tribute the compensation, has spread the public employment office 
system throughout the entire country. By 1938 all the states and 
territories had set up these systems, and all were affiliated with the 
United States Employment Service. 

During its early years the service was to a large extent deflected 
from its normal long-range functions to discharge placement serv- 
ices required of it by various federal emergency agencies such as the 
CWA and the PWA. Its record nevertheless was impressive. From 
1933 to 1938 some 26 million unemployed people were registered in 
the employment offices of the country as applicants for jobs; about 
22 million placements were made, including those in the various 
work relief services. 

From 1940 on, however, the number of placements made in pri- 
vate industry increased rapidly. During the war, the Employment 
Service, operating under the War Manpower Commission, had 
primary responsibility for directing available labor into war indus- 
tries. During 1944 and 1945, it was required that all hiring in 
designated areas of acute labor shortage be done through the Em- 
ployment Service or through channels approved by the service. As 
a result of these increased responsibilities, nonagricultural place- 
ments made by the Employment Service increased from about 3.7 
million in 1940 to 11.5 million in 1944. 
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Flexibility of wage rates. As in the case of other goods, the be- 
havior of the price of labor has much to do with the adjustment of 
supply to changes in demand. A falling wage fate in a locality or a 
vocation is at once the most accurate sign of aversupply and the 
most effective stimulus to its correction. A rigid wage rate set above 
the marginal productivity of a labor group will create and tend to 
prolong unemployment at that point in the market. 

Wage rates are at best Ji^uggish prices; their rise and fall is re- 
tarded by sentiment, by custom, by contract. Any arbitrary or man- 
datory policy which makes them still more rigid and unyielding 
must be viewed with suspicion. Sjnch policies — legal minimum 
wages, code agreements pegging wage rates, and the like — are fre- 
quently advocated by well-intentioned people, usually in times of 
distress and always in respect of some labor group whose low or 
diminishing rate of pay reflects the oversupply of their services. 

It may be desirable for moral or humanitarian reasons to adopt 
such policies on occasion, but this should always be done in full 
knowledge of their danger as a possible aggravation of the problem 
of unemployment. We may take it as a sound principle that any- 
thing that increases the plasticity of the wage rate will tend to pre- 
vent or diminish unemployment. 

Stabilizing the demand for labor: Voluntary action by industry. 
Specific remedies for the different types of unemployment take th^ 
form of attempts to stabilize the demand for labor. These attempts 
may be made by employers acting voluntarily, or by the govern- 
ment acting independently outside the system of private industry. 
Voluntary programs of this sort require organization on both sides 
of the labor market, collaboration among competing employers, 
and collective action by the workers. 

The interest of society as a whole in technological progress is^ 
so obvious and so paramount that no proposal to stabilize industry 
by putting an end to invention and improvement is worthy of con- 
sideration. But for this very reason — because the gain goes to society 
as a whole — it is now being i^ecognized as neither just nor expedient 
that the cost should be borne solely by one social class. 

Policies can be adopted by agreement between employers and 
workers which, w^hile permitting technical advances, will slow down 
their rate and provide time to forestall unemployment. The lino- 
type machine furnishes the classic example. A rapid wholesale 
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adoption of this invention in the printing trade would have de- 
stroyed an entire craft and caused much distress. By agreement it 
was introduced gradually, the former typesetters were trained to 
operate it, and ther^result was that no unemployment occurred even 
temporarily, while ultimately the demand for labor was greatly 
expanded through the decline of printing prices. The molding 
machine was introduced into the iron industry under similar con- 
trols. Very recently the textile workers ^id the national association 
of their employers have attempted by joint agreement to provide 
for more gradual adoption of the automatic loom. 

The sharply seasonal industries are experimenting with various 
policies of stabilization in harmony with their differing technical 
conditions. The following is a summary of the more important of 
these devices: 

(1) An industry whose major product is subject to fluctuating con- 
sumers’ demand may take on compensating side lines, whose market 
varies inversely with that of the major product. An example is the 
manufacture of felt hats or cloth caps by a concern specializing in 
straw hats, or the production of some staple product by a concern 
devoted primarily to the manufacture of Christmas specialities. 

(2) Somewhat similar is the development of compensating mar^ . 
keis. Cement manufacturers have regularized their output by ex- 
ploiting the South American markets where the seasons are the 
reverse of those at home. Much can be done on a smaller scale 
along this line within the continental area of the United States. 

(3) Goods may be made to stock during the slack months. This 
device involves expense of storage and can be used with safety only 
in connection with types of product which do not deteriorate in 
storage and are not subject to capricious changes of fashion. 

(4) Sales methods may be adjusted to encourage advance orders 
with a long delivery time. By offering particularly favorable terms, 
a large concern specializing in the Christmas trade has succeeded in 
inducing many of its customers to place their orders more than a 
year in advance, thus allowing a stabilizing of production. Similar 
results have been obtained by many of the larger clothing manu- 
facturers. 

(5) Companies which perform several different processes may set 
up a system of vocational training, increasing the versatility of their 
workers so that they may be transferred from slack to busy depart- 
ments without loss of time. 
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Public works. Remedies for cyclical unemplo) ment have been 
suggested in connection with our study of the business cycle and 
need not be treated in detail here. It is in relation to this phase 
of the unemployment problem that governmental activity is usu- 
ally proposed. The program of public works which has figured so 
largely in the activities of the American national government in 
recent years is one example of this type of policy. 

The public works prograln contemplates governmental activities 
on a large scale during periods of general business depression, in- 
volving works which would not otherwdse be undertaken at all, such 
as slum clearance, reforestation, road building, irrigation projects. 
As advanced by serious students of the problem, the program is 
carefully safeguarded against the most obvious dangers involved in 
extravagant governmental spending. It is to consist entirely of 
projects worth while for their own sake; it is to be financed as much 
as possible from funds reserved for the purpose during prosperous 
years, thus avoiding the necessity of heavy taxation or large public 
borrowing during a time of unsettled business: it is to be^ admin- 
istered in a businesslike way, employing laborers on the basis of 
their usefulness to the enterprise, not merely because they arc 
•unemployed, and holding them to tli^ same standards of w^ages, 
working conditions, and performance demanded by efficient private 
enterprise. 

In addition to these safeguards, a sensible public works program 
must be based on reliable statistics of unemployment to permit 
of advance planning in prosperous years and to regulate the scope 
and the regional location of the government’s activity in harmony 
with the trend of unemployment- Assuming that all these features 
of the program can be assured, there is something to be said for such 
a program as a corrective of cyclical unemployment. 

As things go in the political world there is grave reason to doubt 
that any such businesslike handling of so large and complex an 
undertaking could be obtained through the agencies of govctii- 
ment. But even if wise administration were assured, it is still to be 
feared that a public^ works program would exert injurious indirect 
effects upon the situation. If funds reserved for public w^orks in 
prosperous years are invested in income-bearing securities, grave 
difficulty may be encountered in liquidating these reserves when the 
money is heeded, and the attempt to do so in a falling market may 
add to the difficulties of the business world. 
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The ultimate solution of business depression must be such read- 
justment within the price structure and correlatively within the 
system of production as wdll bring economic forces to a new point 
of equilibrium, With reference specifically to unemployment we 
have seen that anything that increases the rigidity of wage rates 
will impede solution of the problem. A gigantic public works pro- 
gram can hardly fail to create an artificial demand for certain types 
of goods and labor which will tend to deduce the flexibility of the 
price structure. To prevent this sort of unforeseen and indirect 
effect of governmental intervention in economic affairs is virtually 
impossible, even by the most c-areful administration. 

The merits of an ideal public works program have never been 
put to the test of experience, for nowhere in the world has such a 
program been attempted. It is true that a vast program of public 
spending was undertaken by the United States Government as a 
remedy for unemployment and as a device to stimulate business re- 
covery, begiiniing with the National Industrial Recovery Act of 
1933, which appropriated 3% billion dollars for this purpose. This 
and subsequent appropriations extending through 1938 were spent, 
in part as subsidies to state and local governments to assist in 
financing approved projects designed and administered by these 
governments, and in part on a number of large-scale enterprises 
undertaken by the federal government itself. 

The program was under the immediate direction of the President 
and the Secretary of the Interior, who approved all projects pro- 
posed by the state and municipal authorities and saw to it, as a 
condition of federal subvention, that these projects received equiv- 
alent financial support from the local governmental units. 

This experiment undoubtedly did much for the relief of distress 
and possibly exerted some influence in the business recovery of 
1934--37. But however that may be, this experience did not con- 
stitute a real test of the public works method of solving unemploy- 
ment. 

The program was adopted as a substitute for an existing policy 
of unemployment relief, which was draining fhe resources of gov- 
ernments, local, state, and national. It had no such background of 
long-range planning as is proposed as a fundamental feature of the 
ideal public works program. For these reasons the labor employed 
was selected or managed, not by tests of efficiency, but as objects 



UNEMPLOYMEI^T INSURANCE 655 

of charitable relief, and the projects undertaken were devised on the 
spur of the moment in the midst of a great* national emergency. 

Moreover the program was financed, not out of reserves accumu- 
lated over previous years, but by current taxatio?^ and borrowing at 
a time when the investment market was already disturbed and the 
taxpayers already impoverished by the prolonged business depres- 
sion. In all these important respects this activity of the government 
failed to qualify as a true test of long-range planning of public 
works. 

Unemployment insurance: General nature and origin. The 
movement to protect workers as far as possible against the haz- 
ards of unemployment is supported by sound business considera- 
tions as well as by sentiments of justice and fair play. It seems 
manifestly unfair that a loss attributable to general social forces 
should be thrown upon the one class in society least able to bear it. 
Moreover it is a well-recognized fact that the fear of unemployment 
acts as a deterrent to the efficiency of workers, inducing them to 
adopt job-saving or time-wasting practices. Society would gain much 
by the removal of this fear as an offset to the cost of administering 
the policy of insurance. Finally, although insurance, strictly speak- 
ing, is only a means of distributing the Joss, the policy may be so de- 
vised as to reduce the amount of unemployment, thus preserving 
for society a portion of the productive power which would other* 
wise be totally destroyed through the idleness of workers. 

Certainly little progress can be made in the solution of unem- 
ployment as long as the problem itself is concealed from view. An 
insurance system could disclose the extent and location of unem- 
ployment, and its details could be so adjusted as to make it worth 
while for employers to keep their employees continuously at work. 
These considerations of justice and economy have caused mofifr 
modern nations to adopt some form of unemployment insurance. 

Unemployment insurance began with the efforts of the trade 
unions to provide benefits for their members when out of work. 
The procedure followed is simple. Membership dues are set at a 
figure large enough jto accumulate a fund out of which to pay bene- 
fits to the unemployed. As a safeguard against fraudulent claims the 
benefits are disbursed by local officials who know the applicant per- 
sonally, and maximum limits are set to the duration of relief in 
individual cases. 

These voluntary systems are to be found in practical opera- 
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tion in all countries where U'ade unionism has attained strength. 
The contributions made by the members are not based upon 
actuarial data; the reserves set aside against future benefits are in- 
adequate to meet '^Jie drain of widespread unemployment, and ac- 
cordingly the systems collapse when the need is greatest; at best 
only a minority of the working class the part which is organ- 
ized in unions) is benefited. Furthermore, since employers bear 
none of the cost of relief, trade union insurance adds nothing to 
their incentive to keep their workmen employed. 

The Ghent system. Public insurance began as a half-way measure, 
taking the form of subsidies from the government treasui-y to sup- 
port systems of trade union insurance. This combination of mutual 
and public insurance has come to be known as the Ghent system, 
taking its name from the city which first adopted the policy. After 
its beginning in 1901 the system spread widely among the munici- 
palities and larger governmental units of Europe, until in 1935 it 
had become ^ well-established policy in Belgium, Czechoslovakia, 
Denmarjc, Finland, France, Holland, Norway, Spain, and Switzer- 
land. 

In all these countries the policy had similar featirres. Public con- 
tributions were made on condition that a substantial portion of the 
cost — usually one-third or one-half — be borne by the trade union; 
administration was placed in the hands of union officials; certain 
standards determining the amount and duration of benefits were set 
by the contributing governmental body. 

The Ghent system is superior to simple trade union insurance 
because of its greater financial adequacy, but otherwise it has all 
the weaknesses of that type of insurance mentioned above. Further- 
more it raises serious problems when applied in countries where em- 
^oyers oppose independent trade unionism, for by basing its policy 
upon the unions, the state will assist them to enlarge their mem- 
bership and so will appear to be taking sides in the controversy. 
The failure of voluntary methods to provide adequate relief for the 
ever growing burden of unemployment has led many governments 
to pass laws making insurance compulsory. 

Compulsory insurance in Great Britaim Great Britain was the 
first important country to adopt compulsory unemployment in- 
surance and the one country which has given the policy thorough 
trial on a comprehensive scale and over a long period of time. The 
original law passed in 1911 applied to only a few selected trades, in- 
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eluding a small fraction of the wage earners. The coverage has been 
broadened at \arious times since that date so that today most of the 
working population is embraced in the system. 

Employers, workers, and the Treasury contriKute equally to the 
Unemployment Fund, the contributions of the workers being held 
back by the employers and passed on to the government. The pay- 
ment of benefits is carefully safeguarded. To be eligible for benefits 
the unemployed ivcrker must have made at least thirty payments 
during the preceding two years. He must register at an employment 
office and is obliged to accept any suitable job offered him. There 
is a waiting period before benefit payments begin, and the duration 
of the benefit period is strictly limited. 

After ten years of successful operation this insurance system ran 
into increasing difficulties during the I920’s, tvhicli resulted in its 
virtual collapse. This was a period of severe business depression, 
with widespread unemployment and steadily increasing distress 
among the laboring population. Motives of compassion caused the 
authorities to relax the safeguards and restrictions with w]iich the 
system was surrounded. The waiting period was virtually extin- 
guished; eligibility was no longer based on the worker’s contribu- 
tions during the preceding tw^o years; payment of benefits was con- 
tinued after the statutory period had passed and the worker had 
exhausted his legal claim. In other words, the system ceased to- be 
one of insurance and became a policy of charity to people in dis- 
tress administered on a nationwide scale. 

Before the end of the decade the insurance fund had exhausted 
its reserves and was heavily in debt to the government, which found 
itself carrying an impossibly heaxy financial load. In 1931 the gov- 
ernment, against violent political opposition, introduced drastic re- 
forms, which restored the previous safeguards and transferred to 
charitable agencies the care of those wdio tvere ineligible for, or 
had exhausted their rights to, insurance benefits. 

The British experience discloses both the merits and the weak- 
nesses of compulsory unemployment insurance. It has proved that 
in times of fairly stable industrial conditions unemployment is an 
insurable risk susceptible of treatment in a businesslike way. Under 
the proper safeguards it does not promote malingering, as has been 
feared, an^^ it does act to reduce unemployment by stabilizing the 
demand for labor. But it also shows how \mlnerable are these safe- 
guards, particularly in times of widespread distress, and how readily 
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the system may give tvay to the demand that insurance be turned 
into a policy of charitable relief. 

It seems clear that unemployment insurance will not stand the 
strain of severe bf-isiness depression. Even if the political dangers 
of such times be avoided, cyclical unemployment cannot be han- 
dled by insurance nu^thods. The cost will outrun any reserves that 
can be accumulated in advance. Even if enormous reserves are ac- 
cumulated during long periods of good'^Times, the attempt to liqui- 
date them in an unsettled money market must tend toward further 
depression of business conditions. 

Unemployment insurance m the United States. Under the Amer- 
ican constitution the policy of unemployment insurance lies within 
the province of the several states. The federal government may take 
steps to encourage die adoption of state-wide systems by offering 
subsidies out of the national treasury, and if these subsides are ac- 
cepted it may assum(^ supervison of the standards and methods em- 
ployed in the.state plans. The Social Security Act of 1935 makes use 
of these- federal powers. 

This law embraces a broad program of social legislation, includ- 
ing provisions for old age pensions, care of the blind and crippled, 
maternal care and d^ild welfare, as well as compensation for the 
unemployed. To handle the new insurance and benefit programs, 
1:he Social Security Board was created, consisting of three members 
with headquarters and a large staff in Washington and in twelve 
regional offices in various parts of the country. 

The law authorizejs $4,000,000 during the first fiscal year and 
$49,000,000 in each succeeding year to be allocated to the states as 
a contribution toward the administrative cost of such insurance 
systems as they may set up. As an additional inducement to the 
f^tes, the act imposes a tax on the pay rolls of every business em- 
ploying eight or more workers, at rates rising to 3 per cent in the 
third and each succee ding year, and provides that the employer may 
offset against this tax 90 per cent of any payments he makes to a 
compulsory insurance fund under his state law. 

The law allows the states complete discretion in setting up sys- 
tems of insurance suited to their own requirements or rejecting the 
policy outright, but requires that to qualify for grants from the 
federal fund the stat<^ system must meet certain tests witjh regard to 
its administrative and benefit features, that funds accumulated by 
the states must be deposited in the federal Unemployment Trust 
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Fund of the United States Treasury to be invested in federal se- 
curities, and that the state s\stem must report rc':^iilariy to the So- 
cial Security Board and hold its records contfnuously open to the 
board's inspection. The act was declared coiystitutionai by the 
Supreme Court in 1937. 

At the present time the forty-eight states, the District of Colum- 
bia, Alaska, and Hawaii have adopted approved unemployment 
insurance laws, Tire different systems exhibit such great variety in 
matters of detail that it is impossible to do more than summarize 
their chief features. 

In all cases certain groups of worliers are excluded by definition: 
agricultui'al labor, domestic servants, public employees, employees 
of religious, charitable, and educational institutions, and some 
others of minor importance, hforeover in all but ten states workers 
in small concerns — usually defined as consisting of less than eight 
employees — are not insured. It is estimated that some twenty mil- 
lion wage earners in all are co\'ered by the insurance systems. 

In all but four states, where the workers are required ^to make 
small contributions, the cost is borne by the employers in the form 
of payroll taxes. All the laws require a waiting period after the 
loss of employment before the benefits begin; all set a maximum 
period, frequently sixteen weeks, on the duration of benefits, re- 
quiring a minimum period of re-employment before additi©na^l 
benefits will be paid; and all adjust the benefits to the previous 
rate of earnings with a stated maximum, usually between $15 and 
$20 a week. 

The state unemployment compensation laws became effective dur- 
ing 1938 and 1939, and most of them have since been amended sev- 
eral times. The general tendency has been to decrease the income of 
the funds by adopting experience rating systems so constructed asjg 
reduce the average payroll tax on employers, and to increase the 
outgo of the funds by reducing the waiting period, lengthening the 
benefit period, and increasing the benefit rates. 

These tendencies have thus far created no serious fiscal problem, 
owing to the rapid^ increase in employment alter 1939, During the 
war years the yield of the payroll taxes increased greatly, while pay- 
ments out of the funds fell to negligible proportions. The balance 
in all of the state unemployment compensation funds increased 
from 1.28 Million dollars on June 30, 1939, to 7.87 billion dollars on 
June 30, 1947. The funds proved amply sufficient to provide for 
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the moderate postwar unemployment which developed during the 
winter of 1945-46. Whether the present tax and benefit rates°will 
prove actuarially sdhnd over a longer period depends on the 
amount of unemp^pyrnent which may occur in the future. 

Unemployment compensation systems can provide a limited in- 
come to assist regularly employed workers through short periods of 
unemployment. Workers who are unemployed so long that they ex- 
haust their benefit rights, or workers who worf, so irregularly that 
they cannot qualify for benefits, must look to some other means 
of support. 

In the United States, resort, must usually be bad to cash relief 
administered by local governments and financed from local and 
state funds. The scale of relief payments varies greatly in different 
parts of the country. In general, payments are" much lower than 
those provided under unemployment compensation, are adjusted to 
the size of the family unit, and are provided only after proof that 
the family has no other resources. 



CHAPTER XXXIII 


Other Labor Problems 


Hours of iabor: The shorter workday and work week. In indus- 
try as a whole, a strong trend toward the shorter w'orkday became 
apparent over a century ago and* has continued down to the 
present time. The shortening of the work day has been accom- 
panied in recent years by reducing the number of workdays in a 
normal week. The effect of this movement in America upon nor- 
mal hours of labor in succeeding decades from 1840 to 1945 is 
shown in the following table: 

NORMAL HOURS IN MANUFACTURING AND M’SCHANIGAL 
ESTABLISHMENTS, UNITED STATES ^ 



Average 

Average 

Year 

normal hours 

normal hours 


per day 

per week 

1840 

11.4 


1850 

11.5 


1860 

11.0 


1870 

10.5 


1880 

10.3 

58 

1890 

10.0 

57 

1900 

9,8 

55 

1910 

9.4 

50 

1920 

8.5 

49 

1930 

8.3 

45 

1940 

— 

38 

1944 

— 

45 

1945 (Oct.) 

— 

41 


The depression following 1929 produced an abnormal situation 
as regards hours of labor, since many of the policies adopted by 
individual employers or governmental bodies to combat unemploy- 
ment were of tiie share-the-work variety, involving part-time em- 
ployment for many workers. In response to these influences, there 


^ Figures through 1930 from Daugherty, C. R., Labor Problems in Armrimn Iniusky^ 
Revised edition. Boston: Houghton Mifflin Company, 1938, p. 192. Subsequent 
figures from Monthly Labor Remew, Washington: Government Printing Office, 
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has been a strong movement toward a five-day week with not more 
than eight hours per day. In 1931 less than 800 concerns, with a 
total labor force of seme 700,000, were known to be operating on the 
five-day week schedule; in 1935, 250,000 firms, employing 12,000,- 
000, had adopted this schedule. The increase of weekly hours be- 
tween 1940 and 1944 was due, of course, to the pressure of war. 
Following the end of the war in 1945, the five-day week was widely 
adopted by American business. 

Hours and productivity. The major problem presented by this 
tendency toward shorter hours is the effect on wages. When work- 
men demand a shorter day they expect the rate of wages to be 
raised simultaneously so that their earnings may remain unchanged. 
Now it has been proved historically that earnings can be main- 
tained or even raised while hours are reduced. During most of the 
period covered by the preceding table real wages rose steadily while 
hours of labor were declining. To what extent this can continue 
must depend in the final analysis upon the effect of the shorter 
workday on tRe productivity of the workers. 

Within limits a reduction of hours has been found to increase 
the productivity of labor. It has been proved, by the experience of 
many different enterprises in Europe and America, and established 
as a rule of wide applicability by researches carried on by the Brit- 
ish government and by various bureaus of investigation in Amer- 
ica, that a shortening of the more extreme workday, a fall of hours 
from twelve to eleven or ten for example, results in an actual in- 
crease in the total output of labor.^ 

To be sure, this effect of shortening the long workday is not uni- 
form for all grades of workers. It is most noticeable in those occupa- 
tions which demand continuous mental alertness combined wuth 
ni^nual dexterity, and is least so of the automatic types, such as the 
tending of machines whose pace is governed by the flow of steam 
or electrical power. But even the most unskilled labor responds 
to a reduction of an extremely long day by some increase of output. 

There are many reasons for this. When the length of the work- 
day is excessive, the period of rest is not sufficient to counteract the 
effects of fatigue. In extreme cases accumulated fatigue predisposes 

xThe evidence in support of this conclusion is summarized in the Interna- 
tional Labour Review ^ International Labour Office, Washington, D. for April 
and November, 1924, See also Vernon, H. M., Industrial Fatigue and Efficiency, 
London: G. Rutledge and Sons, Ltd., 1921. 
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the workman to sicknesf. which results in lost time, and where this 
consequence is avoided the workman tends xo be slack in attend- 
ance through voluntary idleness. It has been fc^rnd that the accident 
rate varies directly with the length o£ the workday, reaching a max- 
imum during the late hours, and also that it rhes with the days of 
the week, thus disclosing another waste due to fatigue. Waste of 
materials in the form of defective output, waste of power, and 
necessity of more labor of superintendence through increased slack- 
ness of the workers also rekiit from protracted hours of labor. 

A saving of these wastes can be effected by shortening the hours 
nf work to avoid the worst effects of fatigue. It is probable that the 
ten-hour day is more productive at the present time for all grades 
of labor than is the twelve-hour day and that for the most skilled 
groups an eight-hour day is at least as productive as ten hours of 
work. 

But eventually the shortening of hours of work must strike a 
point where productivity of labor is not increased but diminished, 
unless this effect is forestalled by advances in the technique of pro- 
duction. Given continuous technological advance, the workers may 
choose between two alternative ways of taking their share in the 
general improvement. They may elect to receive their former rate 
of real income and take their gain ih shorter hours of work or, 
working the same number of hours as before, to raise their standard 
of material comfort. 

During the past decades their actual choice has taken a middle 
ground between these extremes. As their bargaining power has in- 
creased, the workers have pressed for a shorter workday and for 
a simultaneous increase of wages. That they have won both con- 
cessions is to be attributed, in part to the positive increase of pro- 
ductivity resulting from reduction of long hours which we have dis- 
cussed, in part also to the fact that these demands were made a7*a 
time when industrial progress was working in the direction of in- 
creasing the hourly productivity of labor. 

For some groups of workers the shortening of the workday has 
maintained their productivity at its maximum; for others it has 
resulted in an output below the maximum of which they are 
capable at the present stage of the industrial arts but higher than 
was possible at earlier stages. 

Child labor: Economic characteristics. The labor of women and 
children is not a phenomenon peculiar to the modern system of in- 
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dustry. It is characteristic of all types of societies at all times. That 
it should be viewed today as a social problem is due chiefly to the 
fact that gainful lalior by these members of the population has 
economic consequences in a society like our own which did not 
result from it in folimer times. We shall not stress the moral aspects 
of the problem, or the health hazards encountered by women and 
children in industry. 

There are also various economic consequences which need only 
be mentioned, such as inability of the child prematurely employed 
to acquire the skill demanded of the higher wage group; the likeli- 
hood that he will be lodged inescapably in a blind alley occupa- 
tion; the resulting maldistribution of the labor supply as between 
the overcrowded and the undersupplied occupations. Similar prob- 
lems arise in connection with the employment of women. 

Extent of child labor. American official statistics of child labor 
do not exist for the period prior to 1870. The United States Census 
of that year reported 739,164 children between the ages of ten and 
fifteen at work. This number increased to a peak of almost 2 mil- 
lion in fOlO. The marked decline in child labor since 1910 is shown 
in the following table, which includes all children aged ten through 
seventeen. 

CHILDREN AGED TEN TO SEVENTEEN IN THE LABOR FORCE 

1910-19401 


PERCENTAGE OF ALL 
NUMBER CHILDREN IN 

Year age group 



Male 

Female 

Male 

Female 

1910 

2,262,000 

995,000 

31.0 

13.8 

1920 

1,859,000 

986,000 

22.7 

12.1 

1930 

1,473,000 

755,000 

15.4 

8.0 

1940 

940,000 

386,000 

9,8 

4.1 


The downward trend was interrupted briefly during the Second 
World War, when large numbers of young people entered em- 
ployment prematurely because of an abundance of jobs at attrac- 
tive wage rates. It is estimated that the number-rof workers (includ- 
ing members of the armed forces) aged fourteen through seventeen 

1 Adapted from Long, Clarence D., The Labor Force in Wartime America^ New York: 
National Bureau of Economic Research, 1944, Table 1. The figure for 4940 includes 
only children aged 14-17; no data were collected by the census on workers aged 
10-13 on the assumption that their number was negligible. 
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tripled between 19^10 and 19'45, reaching a peak of almost 5 million* 
Since the end of the war the number has ckcreased greatly, and it 
seems reasonable to expect a return to the lonf-ierm trend. 

Agriculture has always been the chief employment of child labor* 
111 1940, 48.3 per cent of ail children aged ten through seventeen in 
the labor force were at work in agriculture, as compared with 1 1.7 
per cent in manufacture, 1.4 per cent in trans}>ortation, 12.4 per 
cent in trade, 1 1.0 per cenLdn domestic service, and 2.2 per cent in 
clerical occupations. 

The very recent trend of child labor is rather difficult to measure. 
Under the codes adopted in accordaiuce with the provisions of the 
National Industrial Recovery Act of 1933, the employment of 
children under sixteen was universally prohibited in industry, 
tvhile some hazardous lines of occupation set the minimum age at 
eighteen years. There was an abrupt decline in the number of child 
wage earners, estimated at two-thirds of the former total. A federal 
latv of 1938, discussed below, has continued the restriction of child 
labor begun under these codes. 

Effects of child labor. The effects of child labor do not rec|uire 
elaboration. The injurious moral effects which flow from an im- 
perfect education, a denial of the pq^iiod of play and recreation 
indispensable to mental and physical health, and contact with an 
environment which is often contaminating are apparent to ^Ih 
There are as well certain economic effects which react unfavorably 
on the material welfare of society at large. 

The wage-earning child is restricted in his choice of occupation 
to lines in which there is no hope of considerable advancement in 
earning power. Even when he is not physically crippled by over- 
strain or by abbreviation of the normal period of rest, he is denied 
opportunity to acquire the skill demanded of those in the higlaer 
wage groups. At maturity he is usually caught in a “blind alley” 
occupation, or recruited to the ranks of the already overcrowded 
group of unskilled manual labor. 

This involves a loss, not only to the victim of child labor, but to 
ail the rest of sodei^y's members. For as we have seen in connection 
with our study of differences in wages, the total income of society 
wmuld be increased if it were possible to transfer men from the 
relatively overcrowded groups whose marginal productivity is low 
to the less crowded occupations where marginal productivity is 
higher. Any device w^ich hinders this transfer not only tends to 
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perpetuate the inequalities of income as between the different 
classes in society, but §ilso prevents a possible net increase in the 
total income fund. 

Legal regulation of the labor of children. To the extent that it 
is desirable to present or regulate child labor, the necessary steps 
to this end must be taken under governmental compulsion. The 
problem is one which will not be solved by the free play of eco- 
nomic forces. It is undoubtedly true ti^at many parents are eager 
to get income from the labor of their children at as early an age as 
possible. The children too are often eager to go to work as an 
alternative to going to school.^Employers in a competitive industry 
adaptable to the labor of children can scarcely refuse, as individ- 
uals, to employ them, lest the competition of the less scrupulous 
competitors drive the others out of business. Here then is an ap- 
propriate field for public regulation. 

Ail modern states have attempted by law to prohibit the worst 
abuses and to set standards in protection of children allowed to 
work. A comparison of the first child labor law of Great Britain 
with the present model code of that country will show how ideas 
of what is appropriate have changed in the course of time. This 
first law (1802) applied only j;o pauper children; it was considered a 
violation of individual rights to legislate for others. The law pro- 
hibited the labor in factories of paupers below the age of nine; chil- 
dren over nine were allowed to work twelve hours a day. 

By the law of 1920 fourteen years is made the minimum age for 
industrial employment for all children; the length of the work day 
for young persons between sixteen and eighteen years is limited 
to eight hours; no work is allowed at night for any wage earner 
below the age of eighteen. Other European nations of advanced 
Ijjdustrial civilization have approximately the same standards. 
These laws are sanctioned by heavy penalties and administered by 
an efficient system of government inspection, which makes evasion 
extremely difficult. 

The regulation of child labor in the United States was until 
1938 entirely in the hands of the states, and practically every state 
has a law on the subject. Twenty-eight states set a minimum of 
fourteen years; four, a minimum of fifteen years; fifteen, of sixteen 
years. Forty states set a limit of eight hours to the working day 
for children under sixteen. Only one state -fails to prohibit night 
work for children, either entirely or in selected industrial occupa- 
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tions. The laws do not apply to work in agriculture or domestic 
service, and only a few of the states have attempted to regulate the 
street trades of children. 

The practical efiect of these laws varies, not only because of their 
different standards, but also because of the wicle difference in the 
rigor with which they are administered in different states. In gen- 
eral, the southern states, where the factory system is of late develop- 
ment and where a necessitous population with low living standards 
creates a large supply of child workers, have the iow^er standards of 
regulation. 

Lack of uniformity has been fownd to affect injuriously those 
units of a competitive industry wdiich are located in the states hav- 
ing the more rigid standards of regulation, and this fact has tended 
to arouse opposition to child labor laws in these advanced states. 
Consequently various attempts have been made to bestow on the 
federal government power to impose uniform standards upon the 
country as a whole. A federal law passed in 1 91 Q, attempted to 
prohibit the labor of children under fourteen, to limit the*workday 
of those from fourteen to si.xteen, and to prohibit the labor of chil- 
dren at night, by excluding from interstate commerce the products 
of industries violating these standards. When this law was declared 
unconstitutional in 1918, Congress passed another statute embody- 
ing the same standards and attempting to regulate child labor by 
applying prohibitive taxes to the concerns violating the standards. 
In 1922 this law also was judged unconstitutional. Another attempt 
to give the federal government authority over child labor took the 
form of an amendment to the Constitution adopted by Congress 
and submitted to the states for ratification in 1924. This amend- 
ment would bestoxv on Congress power to prohibit or regulate the 
labor of children under eighteen years of age. In this case, liowe^iw^^ 
ratification by the necessary majority of the states has not been ob- 
tained. 

The latest attempt to proliibit child labor by federal statute was 
embodied in the Fair Labor vStandards Act of 1958. With numerous 
exceptions, industries engaged in interstate commerce are prohib- 
ited by this act from employing children under sixteen years of age, 
wLile in hazardous industries the age limit is set at eighteen years. 
This act was declared constitutional by the Supreme Court in June, 
1938, and has become an effective barrier against wholesale em- 
ployment of children under sixteen in manufacturing industries- 
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Labor o£ women: Extent and character in the United States. The 
rapid increase in the nwnber o£ wage-earning women in the United 
States during recent years is shown by the following table: 

GAINFULLY EMPL^OYED WOMEN AGED TEN YEARS AND OVER 

1880-19401 




Percentage 

Percentage 



of all 

of ail 

Year 

Number 

womon of 

fiimployed 



age group 

persons 

1880 

2,647,000 

14.7 

15.2 

1890 

4,005,000 

17.4 

17.1 

1900 

5,319,00® 

18.8 

18.3 

1910 

8,076,000 

23.4 

21.2 

1920 

8,550,000 

21.1 

20.5 

1930 

10,752,000 

22.0 

22.0 

1940 

12,845,259 

25.4 

24.3 


For the period as a whole the aggregate number of women wage 
earners increased almost fivefold, outstripping by far the rate of in- 
crease of menVorkers. This increase continued at a rapid pace up 
to 19 10,* after which year the expansion of numbers, though con- 
tinuous, was at a diminishing rate as shown by the percentages in 
the final column of the table. In 1940 almost a fourth of all wage 
earners in this country were women. During the war, because of 
withdrawal of some twelve million men for the armed forces 
and the entrance of four million women into the labor market, the 
proportion of women workers rose to one third. While the propor- 
tion is now decreasing, it will probably remain permanently above 
prewar levels. 

An examination of the distribution of women workers among the 
various occupations shows that there are now few types of employ- 
ment which women do not share with men. If the occupations 
calling for special muscular powers are left out of account, all other 
broad divisions of occupations will be found to employ women in 
large numbers. An analysis of the 1940 census of occupations gives 
the information on this point, shown in the table on the opposite 
page. 

Despite this widespread distribution, competition for employment 
between women and men is an important factor in only a relatively 
small number of occupations. If the major groupings of occupation 

1 Figures through 1930 from Bureau of the Census, Census of OccupationSt 
Abstract Summary, 1932, pp. 3-5. 1940 figures fiom Bureau of the Census, 
Statistical Abstract of the United States, 1947. Washington: Government Print- 
ing Office, 1947, p. 169. 
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gi\L‘n in the table ivere broken down into a more refined classifica- 
tion, as in the case oi clothing factories and textile iiiills, this cop- 
ccntration of competition would be clearly^ sl^wn. 

PER CENT DISTRIBUTION BY SEX AlvfONG THE 
PRLNGIPAL OCCUPATIONS^. 


Occupation 

Male 

Female 

All occupations 

75.8 

24.2 

Agriculture' 

94.3 

5.7 

Manufacturing, total 

77.7 

22.3 

Clothing factories 

31.8 

68.2 

Textile mills 

59.8 

40.2 

Trade 

72.9 

27.1 

Professional service 

44.2 

55.8 

Domestic service 

11.9 

88.1 

Clerical 

48.6 

51.4 

Sales 

72.8 

27.2 


Causes of the increase in woman labor. To some extent, the 
greater employment of women is due to the progress of machine 
technique. But the movement is not wholly accounted for by ref- 
erence to this factor. Mcchanicai equipment is of chief importance 
only in manufacturing, where, as we have seen, the labor of women 
has not risen to such formidable proportions as in other lines of 
occupation. 

For a complete explanation of the increase wt must look to ten- 
dencies of broad social significance in the customs and habits o£-the 
people. The postponement of marriage, the removal of customary 
restraints which formerly circumscribed the status of women in the 
home and the neighborhood, and the increase in amount and 
change in character of the education offered to women are ail forces 
working toward an increase in the disposition of women to seek 
positions of economic independence. Founded as it is on such 
fundamental social forces, this tendency toward increased empkay- 
ment of women is probably irresistible. 

There are unquestionable gains resulting from the influx of 
women into industrial occupations. Society has gained materially, 
through the substitution of productive for meaningless tasks for its 
unmarried wromen, spiritually, through the release of energies 
formerly thwarted by the bonds of custom and tradition. 

But these benefits have not been unmixed with other conse- 
quences. There are obvious moral and health hazards, and there are 

iFrom Bureau of the Census, Statistical Abstract of the United States, 1940. 
Washington: Government Printing Office, 1941, p. 14S; based on 1940 census of 
the labor force. 
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far-reaching influences upon the home — still the basic unit of our 
social structure. 

Aside from the minimum wage laws of certain states, which are 
discussed below, laws bearing on the labor of women have been de- 
voted primarily toVjetting a maximum limit on their hours and to 
prohibiting or limiting woman labor in certain unwholesome em- 
ployments. At the present time, only four states fail to set some sort 
of legal limit to the workday for women. Fifteen of the states set the 
maximum at forty-eight hours a week; in eleven states the max- 
imum is fifty-four hours; a few allow a work week as long as sixty 
hours. Twenty states forbid the employment of women at night, 
and many have special laws safeguarding the health of the w^oman 
worker. Little is done to regulate night work. The laws specifically 
exempt farm work and domestic work from regulation. 

Wages of women. The feature which makes child and woman 
labor — particularly the latter — a distinctively modern problem is 
the effect of their competition on the welfare of men workers, tend- 
ing as it doeS to undermine wage standards throughout the em- 
ployment market. All the studies of this question concur in the 
finding that women are paid less than men for the same task and 
in the same industries. 

One investigator, comparing the levels of wages in 1899 and again 
inji923, discovered that in both years women’s annual earnings 
were 54 per cent of men’s in comparable employments. The Na- 
tional Industrial Conference Board found this same ratio in 1929 be- 
tween the wages of women and men in skilled employments, while 
in unskilled occupations women received in that year 72 per cent 
as much as men. The best available information indicates that the 
differential between men’s and women’s wages in 1937 was about 
the same as in 1929. During the war the wages of women compared 
more favorably with those of men, but it is not unlikely that the 
earlier condition will be reestablished in postwar years. 

Some part of this discrepancy is to be explained by the inferior 
productivity of the woman worker, but when all possible allowance 
has been made for this factor, there still remains a discrepancy be- 
tween the wages of men and of women. 

Systematic underpayment of women beyond what is due to in- 
ferior productivity cannot be accounted for except on the ground 
of their weaker bargaining power. As compared with nfen, women 
are notably weak in asserting their claims against the employer. W e 
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have seen that they are concentrated for the most part in certain 
lines of occupation. Here they meet sevq'e competition from a 
fluctuating group of women laborers who se^k part-time or tem- 
porary employment as a supplement to their labor at home. Again 
they are even more immobile than the men; it»is difficult for them 
to play off one employer against another when this involves a 
change of residence. In many cases also they are not self-supporting 
and make no pretense of dqnanding a “living wage’'; the minimum 
Tvage wdiich they will accept is lower than that of men, because 
they are partially subsidized by the male wage earners of their 
families. Those young women who^look upon their employment 
as a temporary expedient to fill in the time before their marriage 
are not always intent upon exacting the highest possible price for 
their labor. Finally, they have been until lately unorganized and 
are still to some extent unorgan izable; their bargains are made as 
individuals, and they labor under all the handicaps which the 
isolated worker must bear in the modern labor market. 

Men workers look upon the competition of poorly paid women 
as destructive of their owm standards of wages, as indeed it is. In 
their struggle to protect themselves against this situation, the men 
workers have devised the slogan so frequently found in trade union 
literature: “Equal pay for equal work.” Two very different mean- 
ings may be attached to this demand that the wage rate for women 
be the same as that for men. 

In the first place, it may mean that the payment for a given 
product should not be less for women, solely because they are 
women, than it is for men. Since women arc admittedly less pro- 
ductive in most occupations than men, the equal pay slogan in 
this sense would result in generally lower day wages ^for women. 

The second meaning resolves the slogan into a demand that 
daily or iveekly wage of women be the same as that of men, regard- 
less of the relative productivity of the two groups of workers. If 
applied in this sense, the result tvould be generally higher wages 
in relation to productivity for women than for men. As advanced 
by most of the labor unions, the demand for equal pay has the 
second of these meanings. Its intention is not to raise the wages 
of women, but to exclude them from employment. 

Minimum wage laws: General summary. Belief that wages too 
low to provide a decent standard of living are immoral or socially 
inexpedient has led governments to pass laws prescribing minimums 
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below which wage rates must not fail. Beginning with the legisla- 
tion of New Zealand i^ 1894, this movement has spread through 
many countries untih today sixteen of the principal industrial na- 
tions — among them Great Britain, France, Germany, Austria, and 
the British Dominions — have statutes of this character. 

In the United States this form of social legislation has been in the 
hands of the several states except for the brief period 19S3-1935, 
when the wage codes of the National Iridus trials Recovery Act were 
in effect. A Supreme Court decision in May, 1935, which held this 
act of the federal government unconstitutional, again gave the 
states sole jurisdiction over the matter. After ruling variously on 
the constitutionality of state minimum wage laws at different times, 
the Supreme Court declared such law^s valid in March, 1937. The 
spread of state laws, which had previously been retarded by doubt 
as to their constitutionality, began again. In 1945, tw^enty-six states 
had adopted minimum wage laws, applicable (except in two states) 
to women and children only. 

The United States Fair Labor Standards Act of 1938. The latest 
attempt of the United States federal government to establish min- 
imum w^ages on a nation-wide scale took the form of a law bearing 
the above title, which w^'as approved on June 25, 1938. The law ap- 
plies only to industries engaged in interstate commerce and within 
thk broad classification exempts many specific occupations from 
its provisions. For example, seamen, fishermen, agricultural work- 
ers, workers engaged in processing milk and other perishable foods, 
and streetcar and bus-line operators are exempt. 

In the industries to which it is applicable, the law pre.wribes 
maximum weekly hours as well as minimum hourly wages. It also 
prohibits the employment of children under sixteen years of age in 
yjese industries and sets the minimum age at eighteen years if the 
industry is classified as hazardous. The provisions for maximum 
hours are as follows: 44 hours per week during the first year 
until November, 1939); 42 hours per week during the second year; 
40 hours per week thereafter. 

The basic minimum wages set by the Fair Labor Standards Act 
are 25 cents per hour during the first year of its operation, 30 cents 
per hour during the next six years, and 40 cents per hour thereafter. 
The immediate effect of these rates was to bring about wage in- 
creases for several million workers, particularly in the "textile and 
other light manufacturing industries employing principally women 
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and young people. Thl minimum wage and overtime pay provisions 
of the act appear to have been reasonabiv well enforced. Between 
October, 1938, and June, 1943, some 110,QCO employers were or- 
dered to restore about 85 million dollars of illegally withheld wages 
to some 2 1/2 million workers. 

After 1941 the importance of the act diminished because of the 
rapid increase of wage rates already noted. Competition for labor 
arising in the war industries forced wages to rise, and the National 
War Labor Board, which was responsible for controlling wage in- 
creases, gave virtually automatic approval to increases up to 50 cents 
per hour. By the end of the war very few workers in interstate in- 
dustries were receiving less than 50 cents an hour, and the 40-cent 
minimum set by the law acted only as a potential check on wage 
reductions. Hourly rates continued to rise in 1946, 1947, and 1948. 

Appraisal of minimum w^age laws. Minimum wage legislation 
presents an interesting problem in economic theory. As we have 
seen, the economic law of wages holds that the wage rate of any 
homogeneous group of workers will tend to settle ’'under competi- 
tive conditions at the point of their marginal productivity. Advo- 
cates of the “living wage’' and similar standards for the payment 
of workers challenge the validity of this economic principle, point- 
ing to the successful operation of minimum wage laws in many 
countries as proof that the wage rate can in fact be set in accorijaace 
with standards of justice or social welfare. On the other hand, 
others have sometimes appealed to the law of wages to prove the 
futility of minimum wage legislation. 

As a matter of fact neither of these extreme positions is valid. 
The principle of marginal productivity does not deny that wages 
can be set by statute: it merely implies that, if wages so determined 
are raised to an artificial level above the marginal productivij^ of 
the group, the result will be unemployment for some of the 
workers affected by the law. The government can rec|uire employ- 
ers to pay tvages at a certain rate if workers are hired at ail; it 
cannot force the employer to hire any given number at this rate. 
If the legal wage is artificially high, the employer can and will 
equate the wage with marginal productivity by reducing the num- 
ber employed. 

The facts of experience argue either one or both of two things. 
First, it Inay be that the competitive wage in operation before the 
passage of the law was lower than the economic wage or, in other 



674 OTH^R LAB 01 | PROBLEMS 

words, that the bargaining weakness of the workers had been ex- 
ploited to the end that t|iey were paid less than they were worth. 
Then the actual wag® rate can be raised by any device which 
strengthens bargaining power. Secondly, workers of low productiv- 
ity may have shown tn increase in efficiency, in response to better 
living conditions and the greater contentment which followed upon 
a rise in their standard of life. This factor too has been discussed 
in the preceding pages. The initial rise pf wage^ which produces 
this improvement in productive efficiency may come through legal 
enactment, but if the ultimate result is a rise in the marginal pro- 
ductivity of the group, it is evident that the hight::r wage rate may 
become permanent, and that with no reduction in the numbers 
employed. 

Whether the minimum wage will prove a real boon to labor or an 
ultimate loss depends then upon the caution with which the policy 
is applied and the extent of improvement which is attempted 
through it. Examination of the laws of the American states and of 
England, which have succeeded in raising wages without creating 
unemployment, shows that these limitations have generally been 
carefully observed. The usual method of determining the legal 
minimum has been to take as standard the wage rates of the more 
generous employers in a given occupational group. The statute in 
moswcases makes this policy general throughout the industry, en- 
forcing it against those employers who have been prone to use 
their bargaining power to exploit the workers. 

Security for the aged: General. It has been found that nearly 
two-thirds of the population of the United States who are sixty-five 
years of age or older are dependent upon others for their support. A 
similar condition prevails in all industrial countries and has in- 
duced modern governments to adopt various measures to provide 
economic security for aged people. 

These policies are of t’wo kinds: pension systems, the provision of 
regular monthly grants to the impoverished aged from the current 
revenues of the public treasury, and insurance, a system based on 
actuarial principles and providing annuities for the aged regardless 
of their need, covering the cost by collecting contributions during 
the productive lifetime of the beneficiary. 

Old age pensions. Immediately before the Second World War 
old-age pension systems were in operation in about a dozen coun- 
tries, including France, Great Britain, and the United States. In the 
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latter country the policy was in the hands o£ the several states. Defi- 
nite provision for old-age pensions by state law began in the twen- 
ties; by 1935 twenty-eight states had such Ijiws in operation, pay- 
ing pensions totaling upwards of $30,000,000 to nearly a quarter 
million people. The plans all contained about the same features: 
the eligible age was sixty-five years; American citizenship and five 
years' residence in the state were required; the amounts paid were 
usually limited to $30 a month; payments were made only on proof 
of need. This type of provision for the aged poor, developing slowly 
thi'oughout the country, was given an immense impetus by the fed- 
eral Social Security Act of 1935. 

The Social Security Act provides" for old age insurance as well as 
for assistance to the pension plans of the states. The latter feature 
is covered by a section of the act empowering Congress to appro- 
priate $49,750,000 in 1935-36 and in following years as much as 
may be needed to make grants to states which set up old age pen- 
sion laws approved by the Social Security Board. 

The approval feature has been used to strengthen the adminis- 
trative machinery of the state laws and to provide complete cover- 
age of all indigent aged people within the state w4io qualify as 
citizens and residents. When approval of the state law has been 
granted, the federal treasury undertakes to bear half the expense of 
the pension system up to a maximum of $15 a month per parson. 
In 1943-44 the federal government granted $340,776,000 to the 
states for old-age pensions; at the present time all but one of the 
states, as well as Alaska, Hawaii, and the District of Columbia, have 
approved pension schemes in operation. These schemes embody the 
features of the earlier state plans summarized in the preceding par- 
agraph. In 1943-44 payments for old-age pensions totaled $720,- 
000,000, of which the federal government contributed 47.6 per«#ent. 

Old-age insurance: General. As distinct from old-age pensions, 
old-age insurance had been set up in many other countries before it 
was adopted in America. All told, thirty-two nations, including 
France, Germany, and Great Britain, were providing such insurance 
in 1938, either to-all aged people compulsorily, as in Germany, or 
to those who voluntarily entered the scheme, as in Japan. In the 
United States until 1937 wage earners in private employment had 
available! in old age only the pension plans described above, al- 
though compulsory contributory insurance had been established for 
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public employees in many cities and states lind in certain services 
of the federal government. 

United States Soci^ Security Act. The old-age insurance pro- 
visions of the Social Security Act, in effect in 1937, provide a nation- 
wide plan for wage^earners, with exception of certain categories 
of workers excluded by definition, under the direct administration 
of the federal government. In addition to government employees of 
all types, the following classes are excluded: agricultural labor, 
domestic servants, irregularly employed^ casual workers, the em- 
ployees of religious, charitable, and educational institutions, and 
marine and raihvay workers. All other hired workers, regardless of 
the amount of wage or salary — -the general manager as well as the 
manual laborer — are embraced in the system. 

The details of the plan are complex, since they provide for a 
transition period during which the contributions to the reserves 
gradually increase until the scheme goes into full operation in 
1949, but the essential features are these: Contributions are made 
in equal amouTits by employer and worker in the form of a per- 
centage tax on the payroll and on wages. In 1949 the employer 
is to be taxed 3 per cent of the wages of every insured employee, 
and the employee is to be taxed an equal amount on his wage in- 
come. The law provides for a gradual increase of the tax from 1 per 
ce;it^n 1937 to the rate of 3 per cent in 1949, but thus far no in- 
crease has been made. In 1948 the payroll tax was still 1 per cent, 
though the original schedule stipulated a rate of 2 ]/^ per cent in 
that year. In practice the employer pays both halves of the contri- 
bution, deducting the worker's share from his pay envelope or 
salary check. The government makes no contribution toward the 
scheme. Funds raised in this way are carried in the old-age reserve 
account of the United States Treasury to be invested in 3 per cent 
fed^al securities. 

Annuities are payable at the age of sixty-five, regardless of the 
financial circumstances of the individual, on condition that he 
ceases to draw wages at that time; as long as he continues in em- 
ployment, the payment of the annuity is postponed. The amount 
of the annuity is a percentage of the worker'? average monthly 
wage between 1937 and the date when he attains the age of sixty- 
five, with a minimum payment of |10 per month. An annuity one- 
half as large is payable to the worker’s wife if she has reached the 
age of sixty-five, and a similar amount is payable on behalf of each 
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unmarried child under sixteen — or eighteen, if still in school. The 
total payment to a family on one worker’s mccount cannot, however, 
exceed $85 per month. 

Should the worker die before attaining the age of sixty-five, his 
dependents receive a lump sum payment of s/x times the monthly 
benefit which he would have received. In addition, a widow who 
has dependent children under eighteen, or who is herself over 
sixty-five and has not remarried, receives a monthly annuity three- 
quarters as large as that which her husband would have received. 
A dependent child under eighteen, or a dependent parent over 
sixty-five, receives an annuity one-half as large as the primary 
benefit. 

Payment of benefits was begun in January, 1940, but the amounts 
paid are still relatively small because of the brief period during 
which benefit rights have accumulated. 

The original plan, with its schedule of mounting payroll taxes, 
provided for the accumulation of a vast reserve to he invested in 3 
per cent government bonds. It was calculated that by t, 1980 this 
reserve would total 49 billion dollars and that, from then on, the 
annual payments of benefits would be balanced by the annual re- 
ceipts from payroll taxes plus income* from the invested reserve. 

This feature gave a false appearance of businesslike principle to 
the plan. Obviously a huge reserve invested in government tSSnds 
provides no source of financial support for the plan other than the 
tax system, upon which alone the government can rely for funds 
to pay interest on its own indebtedness. In other words, the benefits 
paid out each year must come from general taxes if not covered by 
the receipts from taxes on payrolls. 

As a matter of fact, the payroll tax of 1 per cent has not yet 
(1948) been raised. Payments of benefits have been so much«?ress 
than this rate has produced that the original tax has proved suffi- 
cient to provide an annual surplus to be held in reserve. At the end 
of March, 1948, the balance in the reserve fund was $9,632,000,000 
and the fund was increasing at a rate of over $1,000,000,000 a year. 
Payments will of course begin to rise as the insured attained a higher 
average age. On the other hand, if the system is to be self-supporting, 
the payroll tax must eventually begin to increase, probably beyond 
what was^originally planned. 

Old-age insurance is too firmly established in modern countries 
and too strongly supported by economic and humanitarian con- 
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siderations to be open to serious challenge. The principle of requir- 
ing contributions from ehe beneficiary is sound. To require the 
employers to pay a slfare is probably defensible as an administra- 
tive measure, but it is somewhat misleading as to the final incidence 
of the cost. The employer will shift the tax, since it must operate 
as one of the regular costs of the business. This part of the contri- 
bution will eventually come to rest on the consumers of the prod- 
ucts of industry, including of course the wiage earners. 

Industrial accidents: The problem. One of the principal costs of 
the modern system of industry is due to the temporary or perma- 
nent destruction of the productive power of the workers, through 
injuries resulting from the normal hazards of their occupations. 
Only within recent years has serious attempt been made to estimate 
the magnitude of this cost. The official statistics of work accidents 
in the United States are even now so unreliable and incomplete 
that any statement of the total loss can be no more than an esti- 
mate. In some states, no records at all are kept. Certain industries 
have accui'ate records of the fatalities resulting from the hazards of 
the occupation, though the less serious accidents which result in 
temporary disability are allowed to go unrecorded. Even on a con- 
servative estimate, the loss caji be shown to be surprisingly large. 
To give the result of only one study out of many, the National 
Council found that in 1929 industrial accidents caused 20,000 
deaths. The number of minor accidents has been variously esti- 
mated, usually in the neighborhood of 2,000,000 a year. 

In recent years strenuous efforts have been made to reduce this 
waste. Factory acts and compensation laws have made it obligatory 
or profitable for the separate owners of business concerns to safe- 
guard the lives and health of their employees. Groups of employers 
in 4ke major lines of industry have cooperated through their trade 
associations to perfect devices for the prevention of accidents and to 
urge their adoption upon the more indifferent persons among 
their number. In the United States this effort has given rise to a 
widespread “safety first’’ movement, which enlists the services of ex- 
perts and adopts many ingenious devices to mak^ its program effec- 
tive. Similar movements have been under way for decades in other 
countries. 

The most significant result of these activities is their iq^bility to 
solve the problem of occupational hazards. Indeed accidental 
deaths and injuries in industry have increased during this period. 
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both in absolute figures and in proportion to the numbers em- 
ployed. They are caused by the nature Qf industry itself — the in- 
creasing mechanization of the productive process — to which the 
human mind and body seem unable to adjust themselves. As the 
basic cause is social, so is the ultimate loss — 7he temporary or per- 
manent destruction of productive power. 

Distribution of the loss: Individual loss. Though social loss from 
work accidents i^ inevitable, arrangements can be made which 
affect its distribution. Such arrangements do more than raise the 
question of justice. It has been found that different methods of 
apportioning the loss from work, accidents have different effects 
upon the number of accidents and upon the magnitude of the social 
loss involved. 

The burden falls in the first instance upon the injured workman 
and his family. Where the rate of accidents differs strikingly as be- 
tween different occupations, this hazard will be one of the factors 
in the distribution of the labor supply. If the workers were entirely 
free to choose their lines of occupation, and if they made^this choice 
on the basis of cool calculation of costs and income, the more haz- 
ardous forms of employment would be relatively undermanned, and 
the wage rate would be relatively higher than in occupations which 
were less hazardous. In this way compensation for the risk would 
be worked out by the forces of demand and supply, and the^^rices 
of the different kinds of goods would carry the cost on to the con- 
sumer. It is probable that a partial adjustment was made in this 
way before society undertook to distribute the risk by collective 
action. 

But we have seen that the distribution of the labor supply is not 
controlled principally by rational choice, but rather by conditions 
of birth and tradition. The supply of labor in the hazardous^ccu- 
pations, as compared with other lines of work, is not materially 
limited by the risk of accident, and the wage rate, though it may 
contain a partial compensation for this factor of cost, does not 
suffice to lift the burden entirely from the workman. 

Common law remedy. The workman has always been entitled to 
sue the employer for the recovery of his loss. In the courts the jus- 
tice of his claim was tested by the principles of the common law 
defining the liability of employers. These common law principles 
were evolved at an earlier stage of industrial development to govern 
the simpler relations of master and servant, and their maladjust- 
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merit to the conditions of the modern world placed serious ob- 
stacles in the way of recc^very by the workmen. 

Stated briefly, the cc^rt attempted to discover who was to blame 
for the accident; if it could be shown that the fault was wholly the 
employer’s, the workifian was awarded damages; if it appeared that 
the workman himself or someone else shared the blame with the 
employer, no matter in how slight a degree, the case was dismissed 
without compensation. This was the essence of tthe common law 
doctrine of yiegligence. Without undertaking here to discuss all 
aspects of the common law remedy, it may be stated as a fact that 
the right to sue gave the workrr^an very little protection. 

Workmen’s compensation laws. The public policy reflected in 
compensation legislation gives up all effort to assign the blame for 
accidents, recognizing that in the modern system of industry de- 
struction of life and limb are inevitable normal costs not generally 
attributable to a particular person’s fault. The financial burden in- 
volved in compensation for accident and death is accordingly placed 
solely on j;he employer. It is expected that this cost will become 
part of the enterpriser’s expenses and enter into the price of the 
product, thus finding its way to the consumer, upon whom in the 
last analysis it is natural that J;he burden should fall. 

One of the greatest virtues of the policy of holding the employer 
financially responsible for accident is that it operates to reduce the 
number of accidents. By making the hazards of occupation expen- 
sive to those who control industry, the compensation laws create 
an incentive in the gtoup which has the chief power to prevent 
accidents. The “safety first” movement and similar campaigns for 
the reduction of accidents sprang up after society had determined 
to hold the employer responsible for the cost of injury received in 
the^urse of employment. 

Modern compensation legislation began in 1884 in Germany, 
requiring employers to indemnify injured workmen or, in case 
of fatal accident, their families, and setting up an insurance system 
in which employers were obliged to insure this risk. In 1897 Great 
Britain adopted a comprehensive act, requiring j^hdemnification at 
stated rates but leaving the question of insurance optional. France 
and Belgium have systems similar to that of Great Britain. 

The first laws of the American states were declared ui^constitu- 
tional, and it was not until 1909 that this policy received the ap- 
proval of the courts. By 1945 all the states and territories, with the 
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single exception of Mississippi, had passed laws on the subject, as 
had the federal government for its own employees and the wage 
earners in the District of Columbia. Thirty-two of the laws, includ- 
ing that of the federal government, cover occupational disease as 
well as accident. 

The essential feature of these laws is their requirement of com- 
pensation by the employer to the injured workman or, in cases of 
fatality, to his heii;s. Aside^from this common feature, the laws vary 
greatly in detail. Rates of compensation vary but are always ^ a 
percentage of the injured worker’s wages, paid in the form of life 
pension in cases of permanent injury, as a capital sum or an an- 
nuity to the heirs in case of death, and as a single payment for 
temporary disability. Many of the laws provide remuneration for 
hospital and medical costs as well. 

In only twenty-three states does the compensation act require the 
employer to join any insurance system. The laws requiring insur- 
ance also vary; some provide a state insurance fund to which all 
employers must subscribe; others provide such a fund l>ut leave 
the employer free to insure in private companies; and still others 
make no special provision for handling the insurance feature. 



CHAPTER XXXIV 


The American Organized Labor Movement 

Stracture of the labor movement: Conditioning factors. Unions 
of workers for collective action are to be found throughout the 
world wherever the modern system of industry has taken root. 
Appearing first in England, the birthplace of the factory system, 
these organizations have spread to all industrial countries and have 
flourished in rough correlation to the extent of industrialization. 
Today we may mark their beginnings in countries such as India 
and Egypt, which are only now taking over the productive methods 
of the more advanced nations. 

Not onjy is there a close correspondence between the extent of 
union membership and the extent of industrial organization in a 
country, but within the most highly industrialized countries, where 
the movement is strong, unionism first appears and is strongest 
among those classes of workers who are directly affected by modern 
metsfebods of production. In the United States there exist great num- 
bers of wage earners on the farms, in retail trade, in domestic serv- 
ice, and in other positions of semidependence, among whom labor 
unions have as yet not gained a permanent foothold. In England, 
where the movement developed originally among industrial wage 
earners, unionism has recently spread to include agricultural and 
general laborers, retail clerks, teachers, and similar nonindustrial 
groups. 

These facts indicate that the labor movement is an attempt on 
the part of great numbers of men to adjust themselves to certain 
conditions of life created by the modern system of industry. In 
the first place, under this system the worker is separated from own- 
ership in the capital instruments and the land with which he works. 
The laborer is not an independent entrepreneur, and the mass of 
men in society find themselves in something like a uniform eco- 
nomic status; this tends to weld them gradually into a distinct so- 
cial class. 

Secondly, the workers are concentrated in close contact with each 
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Other upon a limited gfcograpliical area. The discipline of the fac- 
tory or mine, by accustoming the wage earners to a system of regi- 
mentation in which conscious cooperation <s carried out under 
orders ol management, provides conditions which are conducive 
to voluntary group conduct. 

In the third place, there are present in the modern industrial 
system certain injurious economic forces which affect the workers 
in common and against which, as individuals, they are powerless 
to protect themselves. These forces have been sketched in preceding 
chapters; namely, unemployment, low wages, monotonous and haz- 
ardous forms of work, the labor of women and children — all prob- 
lems whose solution is vital to the security and contentment of the 
mass of wage earners. The existence of these common problems 
supplies the motive for collective action among workers, as the 
regimentation of their productive life creates the condition which 
facilitates such action. 

Types of American unions: Definition of labor union. We shall 
use the term labor union to apply only to independent organiza- 
tions of workers having no organic affiliation with any employer or 
enterprise. In recent years recognition of the desirability of collec- 
tive dealing has prompted many large employers in America to set 
up organizations among their own employees through which to 
carry out negotiations regarding wages and other conditioi^^ pf 
work. These company unions, as they are called, present certain 
problems, which will be considered later in this chapter. They are 
not included in our definition of labor unions proper. 

The type of organization adopted by wage earners when acting 
independently of their employers is adjusted to circumstances. The 
attempt is made to adapt the union structure to that feature of 
the industrial organization which exerts determining effect uponjthe 
conditions of the workers concerned. Since economic conditions 
are constantly changing, the structure of the labor movement is 
never exactly the same at different times or in different industries 
at the same time. It is possible, however, to distinguish two types of 
labor organization which contrast and even compete with each 
other in the general movement among American wage earners. 

The trade union. The first of these is the craft or trade union. 
This type attempts to bring together all the workers who perform 
the same Specific function and who are therefore likely to compete 
with each other. For example, bricklayers, carpenters, plasterers. 
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lathers, painters, though they ail ^belong touche same major branch 
of industry, the building trades, are organized into separate unions 
ill each locality. Similar craft divisions are to be found among the 
workers on the railroads; the locomotive engineers, the fii'emen, the 
trainmen, and the c<i?nductors are united into self-contained groups 
distinct from each other. In fact the craft union is firmly estab- 
lished as a type of organization in all branches of industry where 
skilled craftsmanship prevails. The locaj units of each craft have 
united into national organizations in response to forces tending to 
broaden the range of the labor market. 

To bring about cooperation between the different unions, reli- 
ance is placed on the device of federation. These federations are 
both regional and functional. As an example of regional federation 
we find in each industrial centre the local craft unions federated 
into a city council for thf purpose of solving problems of common 
interest in the locality. Similar federations within the area of each 
state attempt to bring about coherent action on legislative pro- 
grams which fall within the power of the state legislature. At the 
top of the structure the American Federation of Labor draws the 
whole system together into a national grouping, whose chief com- 
ponent units are the national craft unions. 

A functional federation talces the form of a loose affiliation of 
diSgrent crafts employed in the same general productive process. 
Thus the building trade workers, although allied primarily to their 
separate craft unions, are all drawn together into councils which 
attempt to promote intercraft cooperation on common problems. 
Similar functional federations are found in the printing trades, the 
metal trades, and on the railroads. 

For many years this structure of independent craft unions, fed- 
er^d regionally and functionally for common action, has dom- 
inated the American labor movement. In 1944, out of 180 unions in 
existence, 130 were organizations embracing a single craft or narrow 
combination of closely related crafts. The American Federation of 
Labor has long advocated this form of organization as opposed to 
any other type, and its strong hold on the labor movement of this 
country gave it authority to speak for the organized labor move- 
ment as a whole. In recent years this unrivaled leadership has been 
challenged by the rapid growth under aggressive leadership of an- 
other form of unionism. 

The industrial union. The second major type of union struc- 



CONFLICT OF RIVAL TYPES OI| UNIONS 685 

ture is the industrial union. This form attempts to obliterate craft 
and trade divisions among the workers anddto make membership in 
the union coterminous with the limits of each separate industry. 
The factory system, with its machine technique and its refined di- 
vision of labor, has tended to break down craltilliianship and under- 
mine the position of the skilled workers. This process in the United 
States was accompanied during many years by a tide of immigra- 
tion, which flooded the labor market with alien unskilled workers, 
thus tending to cause lower wages and presenting a threat to tiie 
higher standards of living of the native-born artisans. 

When skilled and unskilled, native and alien, male and female 
struggle together to obtain employment, older lines of division 
between occupational groups tend to disappear, and the whole 
group of wage earners in each major line of industry tends to 
develop a consciousness of common interest. Organization along 
craft lines is out of place in this setting; adjustment to the situa- 
tion calls for a type of organization which brings the workers 
together in a single union regardless of their diverse functions. 

In 1944 there were 50 national industrial unions in the United 
States, some of them organizations with much power. The United 
Mine Workers of America is an example. In its local branches the 
U.M.W. brings together all types of labor working in the mines in 
a given locality — engineers, carpenters, draymen, unskilled labof&5, 
as well as the actual miners of coal. These local units are merged 
into a national industrial union which aims to cover the entire 
mining industry of the country. The clothing trades are organized 
similarly, as are several others. 

Some of the industrial organizations have joined the American 
Federation of Labor, despite its opposition to this type of unionism, 
in order to cooperate with the national craft unions in the soltrt^n 
of problems affecting the entire laboring population of the country. 

Conflict of rival types of unions. The latent hostility between 
these contrasting types of union organization broke out into open 
conflict in 1935, when the Committee on Industrial Organization — 
a joint body of incj^ustrial union officials — launched a nationwide 
campaign to spread their type of unionism. The committee was 
formed primarily to attempt the organization of the large mass- 
productio^ industries, such as steel, rubber, and automobiles, which 
were almost wholly nonunion. 

It fell afoul of the A, F. of L. almost at once. It was outspoken in 
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its condemnation of the federation leaders for their apathy toward 
unionizing these industries. The C.LO. also favored the industrial 
form of unionism, wiiich brought it into conflict with certain craft 
unions, affiliated with the A. F. of L., which claimed jurisdiction 
over some of the occupations in these industries. 

Despite the active opposition of the A, F. of L., the C.I.O. pressed 
its organization drive vigorously in 19S6 and 1937, with dramatic 
results. Its aggressive tactics precipitated 'Occurrences in the business 
world — the “sit-down strike,'' mass picketing, violent conflict with 
the police and the company guards — which aroused widespread 
national interest. Early in 1937 the C.LO. won the recognition of 
the United States Steel Corporation, traditionally the leading anti- 
union concern of the country, in the form of a collective agreement 
covering all divisions of the corporation’s enterprise. By the end of 
1937, although it had lost bitter strikes with several large inde- 
pendent steel companies, agreements had been formed with some 
450 companies in the metal industries, embracing a half-million 
workers. 

During the period after 1935 certain federal laws facilitated the 
formation of unions in the unorganized industries and thus aided 
the C.LO. in its campaign K) unionize the great mass-production 
enterprises. The steel industry was thoroughly organized. In the 
automobile business the new industrial unions won recognition 
from all the large companies. Similarly successful were the efforts 
to organize the rubber and electrical industries. The outstanding 
accomplishment of this movement was to establish unionism for 
the first time among unskilled and semiskilled workers in the large- 
scale enterprises of the country. Beginning with an original mem- 
bership of about one million, the C.I.O. now claims five million 
members. 

The conflict between the A. F. of L. and the C.LO. has focused 
attention on the relative merits of the two types of organization and 
promoted the belief that they cannot exist harmoniously side by 
side. As a matter of fact, the controversy does not turn entirely on 
questions of fundamental importance but is fpompted in part by 
selfish considerations. The industrial unions, arising after craft 
unionism had become firmly established, have begun in certain in- 
dustries to draw members away from the national crgft unions, 
thus reducing their income from dues and the prestige of their 
officials. 
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The embittering effect of these selfish considerations clouds the 
basic issue, whether craft or industrial unionism is the better form 
to promote the interests of the wage earners. Whatever the out- 
come of the present struggle between them, it may be expected that 
in the long run that type of union will surviire which is best ad- 
justed to the prevailing economic conditions of the country. 

Strength of unionism in America. The following table shows the 
growth of America^ unioiysm since 1900. 


UNION MEMBERSHIP IN THE UNITED STATES 


Year 

A. F. of L. unions 

All unions 

1900 

625,200 

868,500 

1910 

1,630,300 

2,184,200 

1920 

4,156,000 

5,110,000 

1930 

2,961,096 

4,100,000 

1937 

3,268,600 

7,296,500 

1940 

4,247,400 

8,500,000 

1944 

6,806,900 

13,750,000 


The figures for 1937 show the disruption of the union move- 
ment through the growth of industrial unionism under the C.I.O. 
Of the seven million members then outside the A. F. of L., the 
C.I.O, claimed five millions; the remainder were in unions, prin- 
cipally in the railroad industry, not affiliated with either federation. 
The figure for 1944 indicates the great expansion of union mm- 
bership during the war due in part to a large and rapid inaease in 
manufacturing employment. 

By 1944 the industrial union had become the predominant form 
of labor organization. Excluding unions of government clerical em- 
ployees and a few other unions not readily classifiable, 53 per cent 
of all union members in that year were in industrial unions, 36 
per cent in craft unions, and 10 per cent in ‘‘mixed” unions^ 

Legal status of unions: General situation. The activities of trade 
unions have frequently been condemned by American courts, but 
at no time since their origin have unions as such been illegal in this 
country. The law of the land permits voluntary organization of 
individuals for the^ purpose of promoting their interests, and this 
permission applies to wage earners as to other interest groups. Ac- 
cordingly, the right to organize and to act collectively has never 
been challenged by the legal system, provided the means used to 
effect organization and to carry out union policies have not been 
unlawful in themselves. Despite this legal immunity, the right of 
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organization has been tougiit by hostile employers with methods 
which have at times m^e organization virtually impossible. 

National Labor Relations Act. With the adoption of the Na- 
tional Labor Relations Act of 1955, the federal government altered 
the attitude of Amirican national law from merely permitting to 
positively approving and fostering union organization. This law 
listed a number of ‘‘unfair practices” of employers which were pro- 
hibited, including in the list many of devices formerly used to 
prevent or retard union growth within the enterprise or to estab- 
lish employer domination over the union when formed. Refusal to 
negotiate with the accredited^ representatives of an organization 
among the concern’s employees was forbidden as an “unfair labor 
practice.” The law created a permanent administrative agency, the 
National Labor Relations Board, made up ostensibly of members 
not partisan to either side of the industrial dispute, together with 
subordinate boards covering the principal industrial regions of the 
country. 

Disregarding certain powers of the NLRB not pertinent to our 
immediate topic, it is to be noted that the board took aggressive 
action in favor of unionism. It employed the “unfair labor prac- 
tices” sections of the law for this purpose, having been given broad 
authority to investigate, hold hearings, and make decisions of a 
judicial character whenever labor leaders in a given industry com- 
plained of “obstructive” tactics by the employer. In cases where the 
right of union officers to represent the employees was in dispute, or 
where there was disputed jurisdiction between independent unions 
and a company union, the board was empowered to take a vote 
of the wage earners, who thereby decided whether they wished to 
be organized and if so in what form of union. The outcome of such 
anj^lection settled the question whether a given group of labor 
leaders was the accredited representative of the employees. If this 
question was settled in favor of the union, refusal to recognize the 
union’s officers as a bargaining agency became an “unfair labor 
practice.” 

The act applied to industries, other than transportation, whose 
operations crossed state lines. This meant all large-scale industries 
of the country. Supplementing, however, the coverage of the act 
itself were the laws enacted by thirty-four states affecting Jabor rela- 
tions in intrastate industry. 

The statistics of the work of the NLRB reflects the gradual dis- 
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appearance of the activities of employers against which the act was 
directed. Between 1936 and June, 1944, th^ board held over 19,000 
elections in which altogether more than 5,060,000 votes were cast. 
During the same period, it disposed of almost 35,000 cases involving 
unfair labor practices by employers. In 1936 four-fifths of the 
board's cases involved allegations of unfair labor practices. By 1944 
the proportions were almost exactly reversed. Seventy-two per cent 
of the cases were -represeRtation cases and -only 28 per cent were 
unfair practice cases. 

However, it should not be assumed from these figures that em- 
ployers had accepted the fairness and justice of the act. While pro- 
ponents hailed the act as labor's “Bill of Rights," redressing the in- 
equality of bargaining power of employees, the opponents viewed 
the law as unconstitutional and accordingly resisted stubbornly its 
provisions until the act was sustained the Supreme Court in 
1937. Thereafter the number of “unfair labor practice" cases de- 
creased, but with only a temporary cessation during^the war period 
in the barrage of criticism directed at the act. With the. termina- 
tion of the war in 1945, there ensued a succession of industry-wide 
strikes which not only set back postwar reconversion but also 
focused once again the attention of the public upon the possible 
threat of industrial strife to national health, safety, and prosperity. 

Few of the provisions of the National Labor Relations Act^'^s- 
caped attack. It was charged that the act was unjustly discrimina- 
tory, since it outlawed only “unfair labor practices'' by employers 
and imposed only upon employers the obligation to bargain col- 
lectively. Employers objected to the exercise by the NLRB of both 
administrative and judical powers. They sought the same rights 
accorded labor organizations to petition the board for employee 
elections and demanded that there be imposed upon labor organi- 
zations the same restraints upon coercion of employees as applied 
to them. Those provisions and practices under the act which gave 
governmental encouragement and support to the closed shop were 
condemned. 

Labor Manageiqfnt Relations Act. Early in the 1947 session of 
the Congress, the Senate Republican majority recognized these 
criticisms and announced as one of the objectives of the session the 
enactmenj of legislation “to achieve a better balance between legal 
rights and responsibilities of employers and employees and unions 
and by other means to lessen the number of strikes that interfere 
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with commerce , . . [and] to provide a practical and sound solu- 
tion for the industry-wide shut-downs which have a paralyzing 
effect on our economft” On June 23, 1947, there was enacted into 
law the Labor Management Relations Act of 1947, popularly known 
as the Taft-Hartley ftct. 

This act amends the National Labor Relations Act of 1935 by 
reconstructing the NLRB, by broadening the legal rights of em- 
ployers, and by increasing the liability ^d responsibility of labor 
organizations. The membership of the NLRB is increased from 
three to five, and most of its administrative duties are transferred to 
its general counsel, so that asj^ now constituted the board is re- 
stricted primarily to the judicial functions of the act. 

To the former list of '‘unfair labor practices” of employers is 
added a list of “unfair labor practices” of labor organizations. 
These include coercion of employees in their rights relating to 
collective bargaining, discrimination against employees under 
union shop contracts for any reasons other than the payment of 
dues and^ initiation fees, refusal to bargain collectively with em- 
ployers, engaging in certain types of strikes and boycotts, exacting 
excessive and discriminatory fees under union shop agreements, and 
engaging in the restrictive practice known as “featherbedding.” 
These and other restrictions imposed upon the activities of labor 
u*ak>ns will be discussed in later sections of this chapter. 

Bearing more directly, however, on the legal status of unions as 
such are the provisions of the act imposing new duties upon unions 
as conditions of being recognized as representatives of employees 
for collective bargaining. To qualify for such rights under the act, 
unions are required to file with the Secretary of Labor annually re- 
ports relating to their organization, procedures, and financing, and 
to sttbmit to the NLRB affidavits of their principal officers swearing 
that they are not members of or connected with the Communist 
Party or any other organization advocating the overthrow of the 
United States Government by other than constitutional means. 

Company unions. The unionism we have discussed is a class 
movement in opposition to the managerial and^ ownership factions 
in society. It views the interests of these two classes as antagonistic 
and attempts to cut the industrial system horizontally through the 
boundaries of the separate business enterprises. 

Another type of organization has developed in recent years, called 
the “company union.” This form organizes both managers and 



THE PROGRAM OF AMERICAN LABOR UNIONISM 69 1 

workers into a single Jinit withiii each separate enterprise, on the 
assumption that their interests are mutual and that both groups 
will benefit from any device which promotes jrarmony and efficiency. 
The structural details of these company unions vary among different 
enterprises, but they all have as their essentia^ feature a system of 
councils jointly representative of labor and management. These 
councils discuss and exercise some measure of control over business 
policies which most closely affect the workers. The matters thus dealt 
with include wage rates, ^methods of wage payment, discharge of 
workers, and the like. 

The spread of company unions was stimulated after the First 
World War by the aggressive policies of the independent unions, 
which caused many large employers who believed in the principle 
of collective dealing to organize their own employees within the 
limits of their separate enterprises. A clause of the National In- 
dustrial Recovery Act of 1933 making collective dealing obligatory 
further stimulated this growth. 

A bitter struggle between the independent unioils and the com- 
pany unions was a striking feature of industrial relations in the 
United States until 1936. The independent unions believed that 
the rival form was a creation of hostile employers whose real pur- 
pose was to destroy the union movement and weaken the bargain- 
ing power of labor. The company union was always initiated b^.^e 
employer, a fact which made labor leaders suspicious of its pur- 
poses. Its effect was to tie the workers up with their respective enter- 
prises, separating them from their fellows in other business concerns 
and other localities. 

The National Labor Relations Board has assisted independent 
unionism in its struggle with the company unions. Among the “un- 
fair practices” prohibited by the National Labor Relations Act^and 
continued in the Labor Management Relations Act of 1947, is any 
attempt on the part of the employer to dominate any labor organi- 
zation in his enterprise, even if the organization is a company 
union. Since most of the existing company unions were created by 
the employers, the board has ruled that many of them are incom- 
petent under the law and has called elections in the enterprises in 
question to determine whether the workers wished to be repre- 
sented by the independent unions. These activities of the National 
Labor Relations Board hastened the decline of company unions 
after 1936. 
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The program of American lab&r unionis^i: Political activity. In 
one regard the American labor movement has not followed the 
lines of development njiarked out by the history of the older move- 
ments of European countries. During the past three decades, in 
which period the un^ns in the United States have made their most 
substantial and continuous gains in strength, they have abstained 
from organizing an independent labor party. Most of the larger 
national craft unions, as well as the A. of L., have incorporated 
in their constitutions provisions which forbid their members from 
attempting to resolve the organization into a political party. With 
the recent growth of industrial unionism there has been some de- 
parture from this practice, the ^C.I.O. having entered the political 
arena in certain importan t industrial areas, sometimes with its own 
candidates for office. 

Nevertheless it may stdl be said that on the whole American 
unions conceive their pioblem to be primarily economic rather 
than political; their objective is to enhance their bargaining power 
as against the elnployers and not to capture the power of the state 
in the effort to put through far-reaching reforms. Accordingly their 
members are urged to retain their independence of choice of party 
membership, the official action of the unions in the way of influenc- 
ing this choice consisting only in their endorsement of those can- 
disjsttfs presented by the major parties who have shown themselves 
"‘friendly to the interests of labor.'* 

Recently the C.I.O. unions have applied this policy with greater 
vigor and effectiveness through a central Political Action Commit- 
tee, which exerts pressure on the nominating conventions of the 
parties and takes an active part in election contests. In addition to 
the nonpartisan endorsement of candidates, the unions exert po- 
litical influence by maintaining strong lobbies at the state and fed- 
eral Capitols. However, the Taft-Hartley act has cast doubt upon 
the legality of some phases of these activities. This act makes it 
unlawful for any labor oirganization to make a contribution or ex- 
penditure in connection with any national election. 

This policy of indirect rather than direct political action is a 
practical adaptation to p(2culiar American condifions. Several early 
attempts to organize labojr in America were destroyed by ill-advised 
campaigns in politics, and the unions have learned to fear the 
divisive influence of partisan politics upon their membership. 

The American governn)Lental structure is such as to discourage in- 
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dependent activity on the part of any economic group. The division 
of sovereignty between national and staf^ governments with the 
important power over social legislation (Bstributed among the 
forty-eight different commonwealths, the separation of the govern- 
mental machine into semi-independent execiitive, legislative, and 
judicial units, the power of a Supreme Court independent of the 
legislature to pass upon the constitutionality of state and federal 
statutes, these and other «haracteristics of ifhe system multiply the 
obstacles in the way of effective political action on the part of any 
minority economic group operating independently. 

Moreover the predominantly laissez faire character of govern- 
mental policy has tended, at least until the advent of the ‘‘New 
Deal,” to minimize the importance of legislation as a means toward 
the accomplishment of economic ends and has encouraged workers 
and employers alike to rely upon their otvn bargaining power. 

A few of the strong unions have consistently asserted the neces- 
sity of carrying on independent political action aloj;ig lines similar 
to those followed by the labor movement of England. It is note- 
worthy that the unions which sponsor the formation of an inde- 
pendent labor party in this country are almost wholly unions of the 
industrial type, whose broad inclusive basis of membership compels 
them to adopt policies of general social import. The attitude of the 
C.I.O. has been noted. The tendencies which further this 
unionism therefore tend also to promote the political activity of 
organized labor. 

Other tendencies may be observed working in the same direction. 
In all industrial countries governments are becoming an increas- 
ingly important force in economic affairs, regulating business activ- 
ities, establishing standards of economic conduct, restricting indi- 
vidual initiative along many lines, entering the industrial wofid as 
owners of productive enterprises and as employers of labor. These 
expanding economic functions of government may attain such a 
degree of development that organized labor can no longer accom- 
plish its aims by economic action unsupported by its organized 
political power, ii:% which case we may expect the unions to or- 
ganize for political action. 

Social features and benefit systems of unions. Labor organiza- 
tions perfcrm many incidental services for their members in addi- 
tion to the functions which are their essential reason for existence. 
Most of them act as fraternal associations, promoting social activities 
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among those who belong to them. The stronger unions provide 
insurance and charitably relief for the victims of unemployment, 
sickness, or accident. These benefit systems in the aggregate reach 
multitudes of people and provide an important element of security 
in the lives of the v^ge-earning population. In 1928 it was found 
that 78 of the unions in the United States had such systems in op- 
eration. In 1944 the unions affiliated with the American Federation 
of Labor paid out some $19,000,000 to their members. 

The interest of unions in benefit systems received special em- 
phasis when, in negotiating for a new contract in 1946, the United 
Mine Workers made a demand for a welfare fund to be financed 
by a royalty on each ton of bituminous coal mined. When these 
negotiations failed and a strike ensued, the United States Govern- 
ment seized the mines and concluded arrangements with the union 
for their operation, including the establishment of the welfare 
fund. The Labor Management Relations Act legalizes agreements 
providing for ejnployer contributions to union welfare funds, when 
established solely for medical or hospital care, retirement and sur- 
vivors' pensions, compensation for injuries or illness resulting from 
occupational activity, unemployment benefits, and insurance cover- 
ing life, disability and sickness, and accident, but with restrictions 
designed to safeguard the use and custody of such funds. 

"Ibotportant as are these activities, however, they do not constitute 
the distinctive economic function of labor organization. This con- 
sists in the attempt of the union to raise wages, shorten hours, and 
improve working conditions through the use of collective bargain- 
ing. There are some unions — the revolutionary wing of the move- 
ment — ^which look beyond these immediate material gains to an 
eventual overthrow of the capitalist system of industry, but in 
Amwca these unions comprise but a small minority of all organ- 
ized labor, and they too practice collective bargaining as their nor- 
mal day-by-day function. 

Collective bargaining: Purposes. The essential feature of collec- 
tive bargaining is the requirement that the employer hire an en- 
tire labor group as a unit, the terms of emplo^sment being settled 
by negotiation with representatives of the labor force. From the 
worker's point of view the merit of this method is derived from the 
bargaining weakness of the individual laborer in the modern sys- 
tem of industry, his ignorance of the prevailing wage or of his real 
worth to the employer, his timidity in asserting his claims, and his 
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urgent need of a job, ^;^hich dete:;s him from withholding his labor 
from the market until better terms are offered. 

Our study of the law of wages has ma(?e it clear that the actual 
wage in a given case need not be equal to the productive worth of 
the worker, and it can hardly be expected t|) settle at this point 
if the two parties to the wage contract are very unequal in bar- 
gaining power. Low wages are not always a sign of exploitation, nor 
are high wages always proof that the worker is receiving his eco- 
nomic deserts. Tfie test in each case is whether the rate actually 
measures the marginal productivity of the labor group in question. 
When the wage is below this point, whether it be high or low in 
amount, it can be raised by a change of bargaining methods which 
substitutes the collective for the individual contract. 

This principle also marks out the limits within which perma- 
nent improvement can be obtained merely by more aggressive bar- 
gaining; the wage can be advanced beyond the point of marginal 
productivity only at the cost of throwing some of of the laborers out 
of work. The history of trade unionism affords mSny instances in 
which collective bargaining has permanently increasecJ the real 
wages of the organized workers. 

It would underrate the importance of collective bargaining to 
the wage earners to assume that it is concerned solely with the 
question of wages. As used by ^modern unions, this device is «8*n- 
ployed to give the worker greater security in the control of his job. 
The collective agreement customarily prescribes methods of hiring, 
assignment of work, transfer and promotion, layoffs, and discharge. 
It obliges management to share with the union officials decisions on 
these important questions, as well as on the operation of day-to-day 
discipline in the plant. These features of the collective agreement 
are no less valuable to the employee than are those which^have 
to do with rates of pay and hours of work. 

Benefits of collective bargaining to employers. Collective bar- 
gaining, however, need not be of advantage to the laborers alone; 
it results in certain indirect benefits to the employer, which en- 
hance its value in^^the industrial system. The mechanism through 
which this type of bargaining is carried out may be turned to ac- 
count in drawing workers and employers together into closer con- 
tact on a#basis of mutual tolerance and good feeling. Many of the 
wastes in modern industry and much of the friction and bitterness 
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engendered in the field o£ industrial relations flow from the ab- 
sence of such contact. 

Organization of the workers for collective bargaining and the 
establishment of a permanent structure for negotiation with the 
employers may affec^ a real improvement in the situation. The 
workers are supplied with a mechanism for voicing their grievances 
and are assured of a respectful hearing. Discipline in the shop is 
more effective when it jbears on observance of the terms of a con- 
tract in the making of which the men have had equal voice. When 
subordinate officials are restrained from harsh and overbearing 
tactics, the improved treatment of the workers increases their con- 
tentment and their loyalty. 

Above all, labor is given a recognized share in the control of those 
features of industrial policy which most vitally affect their welfare, 
and this also tends to give them a more cordial attitude toward the 
enterprise. It goes far toward supplying a substitute for that per- 
sonal interest in the product and the fortunes of the concern which 
existed in the handicraft stage of economic evolution but was weak- 
ened, with far-reaching results, by the growth of the factory system. 
These benefits from organized collective bargaining are now recog- 
nized by practically all modern employers whose enterprises have 
grown to any size. 

Jgonflict over method in collective bargaining. But though the 
soundness of the principle of collective bargaining is generally con- 
ceded, there is no such agreement regarding the method of applying 
this principle. Organized labor insists that the workmen in each of 
the different enterprises must be represented in their bargaining by 
the regular officials of the union. These men are not on the payroll 
of any employer with whom they negotiate wage agreements but are 
professional bargainers representing all the members of their union 
within a given geographical area. Recognition of the union binds 
the employer to adopt this method of bargaining. On this point the 
issue is joined between the independent unions and employers 
adhering to the company union principle. These employers, though 
they are willing to deal with their workers collectively, insist that 
the workers’ representatives must themselves b5 employees of the 
enterprise. 

Strong arguments are presented in defense of each of these op- 
posing systems of bargaining. Employers who refuse to ^recognize 
the union insist that the ‘‘outside” negotiator is ignorant of the 
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peculiar circumstances \)f the business and therefore unable to dis- 
cuss terms adjusted to specific needs ofi^hat business. Moreover 
these professional union officials are frequently so aggressive and 
domineering that peaceful compromise is impossible. 

On the other hand, leaders of organized labor stress these weak- 
nesses of the company union as a device for protecting the interests 
of the workers: (1) the individuals chosen to represent the workers 
lack courage becamse their^ jobs depend on tlie good will of the em- 
ployer, (2) these representatives, being ordinary wage earners con- 
tinuously employed at their jobs, can acquire no knowledge of gen- 
eral trade conditions and no expgrtness in negotiation, (3) final 
control always rests with the management, which may veto the 
decision of the council and abolish the whole system at will, (4) 
this method of organization binds the wage earners to their indi- 
vidual enterprise, subjecting them to its hazards* and depriving 
them of the collective support of other workers in case they are 
driven to strike in self-defense. 

The controversy over the method of bargaining rarely discloses 
the real motives of either side. To organized labor, recognition con- 
cerns not only a process of bargaining but the very life of the union 
itself, and it is for this that labor leaders are fighting when they 
oppose the company union. On the other hand, the employer’s 
resistance to the union’s method of bargaining is really inspire^4>y 
fear of certain practices to which organized labor may resort when 
sufficiently entrenched in the industry. In particular it is the closed 
shop with all its possible abuses that moves employers to refuse to 
recognize the union. 

Regulation of collective bargaining by the United States Gov- 
ernment. The Labor Management Relations Act of 1947, as did its 
predecessor, the National Labor Relations Act of 1935, di^osed 
legally of the controversy over collective bargaining for industries 
affecting interstate commerce, by declaring the right of employees 
to self-organization and “to bargain collectively through repre- 
sentatives of their own choosing,” and by prescribing certain of the 
conditions governing the collective bargaining process. Under the 
1947 act, an obligation is placed upon both employers and unions 
to bargain collectively in good faith. 

The eiiployer must bargain with that union as the exclusive bar- 
gaining agent of all employees in any particular unit of his estab- 
lishment which by a representation election conducted by the 
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NLRB or by other means has b^en selected by a majority o£ such 
employees to be their ^^representative. Neither the employer nor 
the union may coerc% employees to join or not to join a union by 
discrimination in connection with their employment or conditions 
of work. 

The freedom of collective bargaining is further safeguarded by; 
making it unlawful for any employer to pay money or any other 
thing of value to a representative of his employees except for check- 
off of dues and contributions to welfare funds under rigidly pre- 
scribed conditions and for a few other minor purposes. A sixty-day 
notice is required of either party for the termination or modifica- 
tion of any collective bargaining agreement, during which period 
the contract continues in full force and effect and any strike or 
lockout is illegal. 

The closed shop. StricUy defined, a closed shop is one in which 
none but union men will be employed to perform those tasks for 
which the labor supply has been unionized. Its opposite, the open 
shop, is one in which there is no discrimination in offering employ- 
ment as between union and nonunion men. Both of these terms are 
often ambiguously used. For example, some employers who declare 
their adherence to the open st^op principle announce that they will 
not hire union men at all. This policy obviously does not lead to a 
t&A, ppen shop. 

Moreover the closed shop has been confused with the closed 
union in much discussion of its merits and defects. A closed union I 
is one which refuses admission to properly qualified workers. The 
effects of the closed shop are obviously quite different according 
,as this privilege is enjoyed by a closed union or a union open to all 
comers, and it is a mistake to assume that the closed shop and 
close<i union are necessarily found conjoined. 

The dosed shop is but an extension of the union program of 
collective bargaining, which is defective unless the contract is 
binding on the entire labor force. When union and nonunion men 
are working side by side it is difficult to enforce the standards set 
in the collective agreement because of the employer's power to ac- 
cord nonunion men different treatment and to show them pref- 
erence when expanding or decreasing the work force. 

Aside from this general benefit, the closed shop is of advantage to 
the union. It enhances the worker's inducement to join the union 
and reduces the diflSculty of expanding the field covered by or^ 
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ganized labor. It strengthens theidisciplinary powers of the union 
officials; the recalcitrant member expelled from the union suffers 
unemployment. This in turn facilitates thS- collection of union dues 
and makes for faithful observance of union ’5rules. It is an absolute 
guaranty against the victimization of spokesmen for the workers 
when defending the interests of their constifuents. It strengthens 
the hand of the union when, in the last resort, it orders a strike. In 
fact the closed shop makes the strike so formidable that the threat 
of the strike often"" suffices to win the point for which the union has 
been contending. 

On the face of the matter the closed shop may be an advantage 
also to employers by giving the iftiion officials power to enforce 
faithful observance of the collective agreement and to guarantee a 
standard of performance. On the other hand, there is obvious dan- 
ger that these officials will use their power to encourage time-wasting 
practices of the workers, to prevent adoption of labor-saving ma- 
chinery, to oppbse the efforts of management to improve labor 
efficiency, and the like. 

The closed shop is a form of monopoly. Strongly entrenched 
unions enjoying this privilege may restrict the admission of other 
qualified workers to their organization, thus increasing the scarcity 
of their labor and raising their wages at the expense of excluded 
workers, and eventually to the damage of society as a whole. They 
may also restrict output while on the job and in this way* reap 
gains from higher prices. These are not merely imaginary dangers; 
many closed shop unions have put these and similar monopolistic 
devices into practice. 

Collective bargaining and the closed shop are devices useful to 
labor in that they enable the workers to obtain the full reward for 
their services as set by economic law. They may go along with an 
open union policy and the absence of restrictive or monopTilistic 
devices in the program of organized labor. But unless supported by 
such devices, their effectiveness to improve the economic condition 
of labor is limited. 

The real income of the different groups of workers is controlled 
fundamentally by^he numbers in these groups in relation to the 
demand for their services. An overcrowded group may make full 
use of collective bargaining, standardization, and closed shop and 
yet, if alWts members are to find employment, they must be content 
with a small income. Recognizing this fact, the strongly entrenched 
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unions are at times prone to adc|)t variousfmonopolistic practices. 

This is not to say of course that the powers given union leaders 
by the closed shop are Invariably abused. The basic principle is 
that monopoly, whetlfer of employers or of laborers, generally op- 
erates against the optimum production and distribution of the 
goods that satisfy huVian wants. 

In industries subject to its provisions, the Taft-Hartley act out- 
laws the closed shop and authorizes the union shop only where the 
union has been designated by the emplo^^ees as tTieir exclusive bar- 
gaining agent and has been certified by the NLRB as having 
authority to make such an agreement. Under the union shop, an 
employer may hire nonunion Workers but may retain them in em- 
ployment only if within a specified period thereafter they join the 
union. Maintenance of membership clauses, under which the em- 
ployer must discharge an employee who drops out of the union at 
any time other than that* allowed by the agreement, are also per- 
mitted by the act, but only under substantially the same conditions 
as govern the union shop. 

Restrictive practices: Membership. Some unions adopt the prac- 
tice of artificially restricting their membership. This is done, not 
by direct refusal to admit qualified workmen, but in certain in- 
direct ways which reach the stoe result; for example by setting up 
prohibitive initiation fees or requiring an unreasonable period of 
apprenticeship. 

No union would dare to adopt such a policy until it had ob- 
tained a sufficient degree of competitive power. The closed union 
cannot exist under open shop conditions, for the reason that the 
members of the union would then be compelled to compete for 
employment in the same industries with the excluded workmen, 
whose competition would be the more destructive of union stand- 
ards because they were unorganized. Also the right of collective 
bargaining through union officials must have been won before 
there can be any incentive to close the union. 

Collective bargaining and the closed shop take on a sinister 
aspect when they are used as the indispensable first steps toward 
the creation of a monopoly of labor. Though by no means a gen- 
eral practice, this is done by some of the strong unions. By applying 
the policy of restricting its membership, an organized group makes 
itself a scarce factor in industry, raising the value of its’^marginal 
man’s product and hence the wages of all its members. These 
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gains are made at the expense, in the first instance, of the excluded 
workmen who are forced to render service of a type which is more 
plentiful and of lower value than they are qualified to perform. In 
the long run all members of society share the loss through the de- 
cline in the social income which must result fl-om employing a part 
of the labor force at relatively unproductive tasks. 

Restriction of output. A second type of restrictive practice con- 
sists in a variety cTf devices for reducing the’normal output of union 
members. Most wage earners are disposed, under certain conditions, 
to restrict their output and adopt “make-work’’ policies. In large 
part this is a reaction against th« menace of unemployment; in 
part also it is a deliberate attempt to enhance the value of the 
product by increasing its scarcity. Restriction of output is not a 
unique policy of organized, as distinct from unorganized, labor, 
though it is true that the trade union fe in position to apply the 
policy with greater effect. 

Whether labor can or can not restrict output ^ depends in the 
main on the technical nature of the productive process. Conditions 
are most favorable when a craftsman produces a finished product. 
Thus the classic examples of restriction of output have occurred 
among craft groups, bricklayers, stonecutters, glassblowers, etc. An 
industrial union has much less chance to pursue such a policy, be- 
cause the work is frequently machine-paced, and any attempt tO hold 
down output must take the form of control of machme speeds. 

The strike; Definition. The last resort of organized labor when 
the bargaining system breaks down is to settle the issue by open 
warfare. Strictly defined, the strike is collective quitting of work 
by laborers who do not intend to surrender the job permanently. 
Correlative with the strike is the employer’s weapon, the lockout. 

Spontaneous quitting of work has always been the pracSce of 
wage earners when other methods fail to win for them acceptable 
terms of employment. When however an organized group of work- 
ers strikes, it does so with the intent of retaining control of the 
vacant jobs until an agreement is reached. This is an important 
element in every istrike situation, though it is not always under- 
stood by the general public. The result of this attitude of organ- 
ized labor is violent opposition to any workers who attempt to take 
the jobs^hile the strike is in progress. Such people are viewed as 
“scabs” and “job stealers,” against whom strong methods are con- 
sidered legitimate- 
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All strikes involve loss to the worKers; nence the weapon is not 
used thoughtlessly but i% generally resorted to only after delibera- 
tion and in defense of^what the workers conceive to be a vital ele- 
ment in their standard. There are exceptions to this rule, particu- 
larly in America, wlfere racketeering has frequently contaminated 
the labor movement; corrupt union officials will call strikes in their 
own personal interests or to victimize an enemy among employers 
or rival labor leaders. 

Although workers when well organized and well led use the 
strike weapon with caution, still the menace of the strike has 
increased in direct ratio with the spread of unionism. Strikes occur 
much more frequently today than when the union movement was in 
its infancy. They take place on a wider scale and are more pro- 
tracted and more bitterly waged, and each strike is more of a 
national calamity, embracing a wider section of the industrial area 
and paralyzing the sources of supply for goods essential to public 
health and safety. 

Statisticjs of strikes in the United States. The magnitude of the 
strike problem is shown by the table below. Strikes tend to increase 
in number and magnitude during prosperous years and to decline 
during depression. Periods ohnumerous strikes are also correlated 
with organization campaigns of the unions. 

TREND OF STRIKES IN THE UNITED STATES, 1919-19371 


Years 

Strikes 

Strikers 

Average aays 
lost per year 

1919 

3,630 

4,160,000 

140,000,000 

1921 

2,890 

1,110,000 

56,000,000 

1932 

840 

320,000 

5,100,000 

1937 

4,740 

1,861,000 

28,400,000 

1941 

4,288 

2,363,000 

23,000,000 

1942 

2,968 

840,000 

4,100,000 

1944 

4,956 

2,116,000 

8,700,000 

1945 (est.) 

4,500 

3,285,000 

27,500,000 


These relations are shown by the figures given for individual 
years in the table. The year 1919 was one of flourishing business 
activity, marked by an organization drive upont certain large-scale 
nonunion industries; 1932, near the trough of the depression, was 
a year of comparative industrial peace; 1937 shows the effects of 

iPigm^es through 1932 adapted from Daugherty, G. R., Labor Problems in Ameri-- 
cm Industry, Revised edition, Boston: Houghton, Mifflin Company, 1938, p. 287. 
Later Monthly Labor Review, May, 1945, p. 958, and January 1946, p* 85. 
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the C.I.O. campaign dnring the i-ecovery period immediately pre- 
ceding. 

At the outbreak of the Second World most unions laid the 
strike weapon aside in consideration of the government’s support 
of collective bargaining and unionization. The result is shown in 
tire decline in strikes in 1942. Before the war’s^end, however, strikes 
had begun to increase, and at the cessation of hostilities there was 
an immediate outburst of widespread strikes, whose effect is shown 
in the 1945 figures for rfumber of strikers and number of days 
lost. This condition carried over into 1946. 

The interrelation of strikes with the attempts of unions to ex- 
pand their membership is of particular importance in American 
labor history. When the attempt of the union to organize the 
workers in nonunion industries is fought by the employers, a strike 
is the inevitable result. The great steel strike of J919, the shop- 
crafts strike on the railways in the early ft20’s, the steel and motor 
industry strikes of 1936 and 1937 are examples. Certain aspects of 
the industrial conflict in this country — destruction of property, 
violence to persons — are also identified with these periods. The 
nationwide strikes of 1945 and 1946, however, did not result from 
employer opposition to unionism but from disputes between work- 
ers and employers over wages, houa, and conditions of employ- 
ment. 

Types of strikes. Most strikes are what are called primary strikes; 
ix,f called by a group of workers because of a disagreement with 
their own employer over their own terms of employment. Some- 
times, however, workers strike who have no grievances of their own 
and who ask for themselves nothing in the way of better terms. 
These are sympathetic strikes ^ called by one group of workers for 
the sole purpose of aiding another group in a different business 
concern. 

Sympathetic strikes are usually limited to two types of situations. 
In the first case, the employer involved in the primary strike may be 
carrying on his industry by the use of strike breakers, and union 
men everywhere are anxious to prevent him from marketing his 
goods. In this case ?he sympathetic strike is called to coerce another 
employer, sometimes in a distant city, into withdrawing his pa- 
tronage from the concern in question. In the second case, if the 
primary strike is a fight to preserve the union from destruction, 
organized labor of the locality in quite unrelated industries or the 



704 the AMERICAN ORGANIZED LABOR MOVEMENT 

Other unionized crafts” in the saiijie industry may strike in support 
of a principle considered vital to all unionized workers. 

A sympathetic strike ihay reach such dimensions within a local- 
ized area as to call out all unionized workers in that locality. There 
have been such general strikes in the linked States, each of them 
limited to a single city and effective for a short time in bringing the 
entire economic life of the; city to a standstill. 

It is not difficult for labor leaders to construct a theoretical 
defense of the sympatlieti.c strike or evdh of the localized general 
strike. The interdependence of industry has developed to such a 
point that a strike in on(^ business unit may be very seriously af- 
fected by what is done in othef business units in distant localities. 
The loss of a strike called in defense of some vital principle of 
unionism may seriously v^eaken the position of unionized workers 
elsewhere. Theje considerations are especially persuasive when em- 
ployers are united in nationwide associations in opposition to the 
spread of unionism. 

However, while subscribing to these ideas in the abstract, the 
officers of*the American national unions do not favor the use of the 
strike in these secondary forms, for the very practical reason that 
sympathetic strikes are rarely successful and general strikes never 
so. The public at large r<jact? to a general strike as to an insuffer- 
able attack upon its secuirity and safety and turns out en masse to 
crush the revolt. Similarly the employer suffering from a sympa- 
thetic strike has little dilficulty in convincing the public that the 
strikers, having no grievances against his labor policy, are acting in 
an indefensible manner. These strikes do occur in America, but 
they are almost invariably called by local union officials against the 
advice of their national officers. 

Violence in strikes. Every strike creates a situation in which vio- 
lencd^to persons and projperty is very likely to develop, and many 
strikes have degenerated into a state of disorder closely bordering 
on civil war. It is noteworthy, however, that violence is normally 
associated either with an organization campaign in nonunion indus- 
tries or with strikes calhsd to prevent the extinction of a union 
when an employer who Jias formerly dealt with it has refused to 
continue recognition. 

In such cases the union is fighting for its life, and the situation 
calls to the front the aggressive, bellicose type of leader rSther than 
the statesman. There is an uncompromising attitude on both sides. 
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which creates a spirit re akin to -war than to business negotiation. 
The widespread sit-down strikes of 1936 and 1937, which were 
tantamount to forcible seizure of the company’s property, were a 
novel development of the war tactics of newly formed unions in 
such a situation. Most of the earlier instances of bloody and de- 
structive conflict in American labor history — ^such as the Homestead 
Strike in 1892 — developed out of similar situations. 

When violence occurs in strikes called by established and recog- 
nized unions in the course "of bargaining over the terms of employ- 
ment, the cause is usually the presence on the scene of conflict of 
nonunion strike breakers or the police force or militia. As pointed 
out in another place the free lance worker who accepts employment 
in an industry during a strike is viewed by the strikers as a “job 
stealer,” against whom methods of coercion may fairly be used when 
milder persuasive devices fail. As for the presence of the police or 
militia, this usually results from an appeal that property rights and 
the right of the nonstriker to work are entitled to protection. Since 
these appeals always come from the employers and property holders, 
and never from the strikers and wage earners, the appearance of the 
militia on the scene of action is taken by the strikers as evidence 
that force is to be used to aid the employer to win the strike. 

The practice of mass picketing developed in recent years by the 
C.I.O. unions has injected into the strike situation a new danger ^^f 
violence. These tactics are adopted partly to strengthen the morale 
of the strikers, partly to exclude from the plant supervisory and 
managerial staffs who are not unionized. Mass picketing has re- 
sulted in violence in certain recent strikes which were called by 
well-established unions. 

Legality of the strike. In the United States there is no single 
law governing the activities of the unions, since this is a matter 
lying within the province of the states. As regards strikes, state laws 
are so frequently changed and the opinions of state courts are so 
at variance with each other that it is impossible to phrase a gen- 
eral rule regarding the legality of the strike in this country. 

The only approach to a general principle is this: ail strikes are 
legal, provided. theii object is clearly and solely to improve the eco- 
nomic condition of the strikers; e.g., by raising their wages, shorten- 
ing their hours, or bettering their conditions of work. Unless the 
strikers csifi prove that their whole intent is to benefit themselves, 
not to work injury upon others, this rule of law does not justify 
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their conduct. Under the American law all combinations are crim- 
inal conspiracies when their purpose is to destroy property or to 
interfere with the rights of others. As a general thing the local 
primary strike usually survives the test of motive, but strikes on a 
wide scale, and especially the sympathetic and the general strike, 
are likely to be profiibited. 

When strikes are held to be criminal conspiracies, the courts will 
attempt to prevent them or bring them to augend by the use of 
the injunction. This legal device has brcJken many strikes, but since 
it leaves the causes of the controversy unchanged, it offers no 
permanent solution of the problem but only leaves the workers with 
an increased feeling of bitternSss. Certain strike weapons are some- 
times prohibited even in legal strikes — for example, picketing and 
the “sit-down” — as working injury on innocent people not party 
to the dispute»or openly violating the property rights of the em- 
ployer. 

The Labor Management Relations Act declares unlawful the 
sympathetic stuike, as well as any strike by employees of the United 
States Government. It also provides for special governmental inter- 
vention in strikes or lockouts affecting an entire industry, or a 
substantial portion thereof, in interstate commerce and threatening 
national health and safety. 

Public intervention in strikes: The problem. The public is always 
the 1:hird party to every strike, if only in the role of victim. As 
industrial disputes have increased in number and scope, the public 
has been compelled in its own defense to seek ways and means 
to bring order into this vital area of its life. In the absence of 
alternative methods for the adjustment of the workers' grievances, it 
has been found impossible to stop strikes by the simple expedient 
of prohibiting them. Modern efforts to solve the problem there* 
fore^onsist in setting up machinery for the adjustment of the dis- 
pute before it reaches the stage of an open break. 

Conciliation: Scope. The least formal of the measures used to 
effect a speedy settlement of a trade dispute is conciliation. Strictly 
defined, conciliation denotes a method of settlement in which the 
employers and the workers, or representatives <5f these two groups, 
voluntarily meet together for discussion and agreement without aid 
or compulsion from the outside. 

Conciliation implies a high degree of organization on' uoth sides 
and a habit of collective negotiation. It is a natural outgrowth of 
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the development of trade-unionism, on the one hand, and employ- 
ers' associations, on the other. 

The method is best used for interpreting t^.e meaning of doubt- 
ful points in an existing trade agreement or of working out a 
peaceful compromise between conflicting demai^.ds of an employers’ 
association and a trade union, to be embodied in a future agree- 
ment. Such differences as these usually relate to specific practical 
matters of detail, 021 whicb-^ compromise is both possible and bene- 
ficial to both parties. In the absence of machinery which begins al- 
most automatically to function for the settlement of these differ- 
ences, the alternative is an open br^ak and a trial of force which 
causes an immediate loss to all concerned and leaves an aftermath 
of bitterness and resentment. 

The effectiveness of voluntary conciliation is not fully appre- 
ciated by the public, because in the nature of the case this process, 
if successful, forestalls a disturbance which might have attracted 
public attention. As a matter of fact, conciliation has a long his- 
tory of orderly and successful operation in many highly organized 
industries. 

Questions of general principle, such as the right to organize, the 
prerogatives of union officials, etc., cannot be settled by concilia- 
tion. Agreements to bring such matters within the range of con- 
ciliation almost invariably cause a breakdown of the wholes ma- 
chinery of friendly negotiation. 

Furthermore experience has proved that it is necessary for the 
conciliation board to reach a unanimous decision on all matters 
referred to it. The board is made up of equal representatives of 
workers and employers; its proceedings are informal; its decisions 
cannot be enforced against a recalcitrant party. Unless decisions 
are unanimous, the constituents of those representatives who 4 iave 
voiced dissent are very likely to repudiate the verdict. A strike or 
lockout ensues, which brings the whole process of conciliation into 
disrepute. 

Government encouragement of conciliation. Public intervention 
occurs when the government requires industry to organize concilia- 
tion machinery in areas where collective bargaining, the trade 
agreement, and joint conference have not been established volun- 
tarily. Sor|;^e countries have set up the joint council system of con- 
ciliation throughout the industrial field as a whole, but the adop- 
tion of this plan has not been possible in the United States, 
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because of the imperfect organization of tfte wage earners and the 
refusal of many large ei^iployers to deal with independent unions. 

Attempts of the federal government to encourage conciliation 
have frequently broken down in the face of the employer’s refusal 
to accept the principle of collective bargaining through union 
officials. This was the fate of the conciliation machinery set up 
by the transportation act of 1920 and the Watson-Parker act of 
1926. The national and regional labor g-boards «et up in 1933 and 
1934 as a phase of the NRA were designed as machinery for media- 
tion and arbitration, but they were based on the expectation that 
a wide structure of conciliatibiji councils would be called into exist- 
ence by the legal requirement of collective bargaining. In this 
case too the substructure of conciliation was disrupted in certain 
industries by the refusal of employers to recognize the independent 
unions. 

Governmental attempts to promote conciliation in America will 
continue to cause more industrial disturbance than industrial peace 
as long ^s the company union and the independent labor organiza- 
tion are in conflict with each other. At the present time, as noted 
in a preceding section, the boards set up by the National Labor 
Relations Act of 1935 and subsequent state laws promoted the 
spread of independent unionism at the expense of the company 
unions and laid broader foundations for conciliation. 

Mediation: General nature. Mediation is the first step in the 
direction of acknowledging the right of the public to a voice in the 
affairs of employer and employee. It involves a friendly and in- 
formal effort, by some individual or agency not party to the dis- 
pute, to bring the disputants together for the purpose of working 
out a peaceful settlement. The function of the mediator is diplo- 
matiiK rather than judicial. 

That informal, noncoercive intervention of this sort is so fre- 
quently successful may be attributed to human nature. The media- 
tor is usually a man of prominence in the social or political world, 
who comes forward at the critical moment to volunteer his services. 
In America mayors of cities, governors of stamps, the Secretary of 
Labor, and even the President have performed this function with 
success. The eminence of such a mediator flatters the disputants 
with a sense of their own importance and inclines theij^i to make 
concessions as a personal favor to him which they would refuse to 
make to an opponent. 
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Official mediation in,^ the United States. Iviany countries have 
provided regular machinery for mediation in the form of standing 
boards of public officials. In the United Stktes the Erdman act of 
1898 provided that the Chairman of the Interstate Commerce Com- 
mission and the Commissioner of Labor should offer their services 
as mediators in disputes on the railways. Power to act as arbi- 
trators was also given to these officials. Between 1898 and 1912, 
forty-eight applications for mediation and arbitration were made 
to this board^j^ the majority df the cases being settled by mediation. 

When the Newlands act superseded the Erdman act in 1915, pro- 
vision was made for a Commission of Mediation and Arbitration to 
be appointed by the President for a iiferm of seven years. Of the sev- 
enty-one cases in which the services of this commission were em- 
ployed between 1913 and 1917, most were settled by mediation. 

The law of 1913 which created the Department o| Labor set up 
a mediation service under the Secretary oC Labor, which continued 
until the enactment of the Labor Management Relations Act of 
1947. The agency grew in size and scope of activity during the 
period and, with a relatively small field staff, achieved con-siderable 
success in settling industrial disputes. From 1913 to 1931, the serv- 
ice acted as mediator in some 10,000 disputes, with successes in over 
70 per cent of the cases. 

In 1947 this service was replaced by the Federal Mediation and 
Conciliation Service organized under a director responsible' di- 
rectly to the President rather than to the Department of Labor. The 
belief of Congress in collective bargaining as the most satisfactory 
method of settling industrial disputes is reaffirmed by the Taft- 
Hartley act, and thus every effort is made to make conciliation, 
mediation, and voluntary arbitration supplement rather than re- 
place such bargaining. The conciliation service may be made avail- 
able only in disputes that threaten an interruption in interstate 
commerce, and only as a last resort and in exceptional cases for dis- 
putes involving the application or interpretation of existing con- 
tracts. It is directed to furnish data and factual information and to 
use its best efforts to bring the parties in a dispute to an agreement 
by conciliation andlnediation. 

A special agency, the National Mediation Board, was created by 
the Railway Labor Act of 1926 to mediate industrial disputes on 
the railroads. If the board is unable to settle a dispute, and if the 
parties refuse to submit the dispute to arbitration, the board may 
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report to the President that aij emergency exists. The President 
may then appoint an emergency fact-finding board. During these 
proceedings, and for tMrty days after the report of the emergency 
board, neither party to the dispute may take aggressive action. Be- 
tween 1926 and 1946 there were no important railroad strikes, 
partly because of tfie existence of the board, but also because of 
personal intervention by the President in almost every major labor 
dispute. 

This twenty-year record was broken ^n 1946 in connection with 
a threatened strike by two of the railroad brotherhoods. A firm atti- 
tude by the President of the United States, strongly supported by 
public opinion, finally forestalled the strike, after mediation, arbi- 
tration, and “fact-finding'" had failed. 

The National Labor Relations Board, while primarily a law- 
enforcement ^ency, also does much essentially mediatory work. 
During preliminary investigation of unfair labor practice charges, 
it is frequently possible to induce a union to withdraw unfounded 
charges or to induce an employer who has been violating the act 
to compfy voluntarily with its terms. About 95 per cent of the com- 
plaints filed with the Board are disposed of in this way, and 
formal proceedings leading to a cease and desist order are under- 
taken in relatively few cases. 

-.Most of the states have added mediation to the list of duties of 
« 

their industrial commissions or departments of labor. 

Voluntary arbitration: General nature. Arbitration involves the 
submission of a dispute to an impartial umpire, who will survey the 
merits of the case and render a verdict. Voluntary arbitration usu- 
ally presupposes an existing agreement which makes provision for 
the employment of an arbitrator, provided both parties agree. The 
awatti is binding on neither party, since it is nonenforcible at law. 

However, when an agreement contains an arbitration clause, it is 
extremely difficult for either party to refuse later to submit a cause 
in dispute without loss of public support, and continued practice of 
arbitration gradually builds up a moral sanction which has great 
force in controlling conduct. The very fact that ail previous steps 
have also been voluntary and that the arbitrator has been chosen by 
both sides because of his impartial character gives the award a 
sanction which is often more binding than a judgmeuft based on 
force. Experience has shown that few unions or employers repudi- 
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ate such arbitration aw&ds, provided the arbitrator has not over- 
stepped the bounds of his mandate. 

Official arbitration in the United States. Aljnost all governments 
have set aside public officials or boards to act as arbitrators on re- 
quest of the parties to a dispute, either as an incidental feature of 
their duties or as their sole function. Officials or boards empowered 
to offer their services as mediators may also in most cases serve as 
arbitrators. Virtually every^one of the American states has made 
some such provision for voluntary arbitration. The Erdman and 
Newlands acts provided that the designated mediation officials 
were to act as arbitrators of disputes^on the railways upon consent 
of both parties if conciliation failed to compose the controversy, 
and the other federal laws providing for mediation have made their 
machinery available for voluntary arbitration. 

On the whole these ex officio arbitrators have hall little success 
either in this country or elsewhere. Both sides are inclined to dis- 
trust the impartiality and the capacity of men who owe their 
positions to political fortune. An improvement on the system is the 
appointment of a panel from which arbitrators may be chosen by 
the two parties, rather than the designation of a specific official. 
This is done in some twenty American states, whose laws provide 
for the appointment by the governor of representatives on the 
Board of Arbitration from nominees of employei's and workers.^ 

Effectiveness of voluntary arbitration. Aside from questions of 
personnel, the method of voluntary arbitration is of limited effec- 
tiveness, both as regards the range of the industrial area in which 
it can be made to operate and the type of dispute to which it can 
be applied with hope of success. It is practicable only in highly or- 
ganized industries where trade unionism and collective bargaining 
are well established. 

Even here it works only if the arbitrator has to deal with definite, 
concrete problems, such as an increase or decrease of wages or an 
alteration of hours. Controversies which raise really fundamental 
questions, such as the recognition of the union or the employer’s 
right of discharge, are considered so vital to the interests of one 
side or the other that they will not be submitted to arbitration. 
Moreover it is not to be expected that an organized group will favor 
this meth<;j|a of settlement if the net result is to deprive it of the 
advantages of a strong bargaining position. 

In his handling of matter-of-fact problems, therefore, the arbh 
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trator must generally discard principles of !ibstract justice and right 
and be content to adji^t his award to the relative strength of the 
contestants, attempting to give the stronger party the gains it would 
have made through an appeal to force. At best then arbitral 
awards are not ded^ictions from economic law or from premises of 
public interest but a method of giving a potential victor the spoils 
of war without the expense of battle. 

Transition stages. There are severajl transition stages between 
such voluntary arrangements as have been described and a fully 
developed system of coercive public intervention. One intermediate 
stage is represented by laws which make submission of disputes to 
arbitration compulsory, while leaving the acceptance of the award 
voluntary. Another stage is reached when attempts are made to 
give the award binding force after arbitration has occurred through 
mutual conseift of the fvyo parties. In an informal way this is some- 
times done by requiring the parties to an arbitration agreement to 
deposit sums of money, which are forfeited in event of refusal to 
accept the decision of the arbitrator. The laws of about a dozen 
American states provide for punishment, by fine or imprisonment, 
of a recalcitrant party who has previously agreed to arbitration by 
public officials. These laws have proved impossible to enforce, and 
their presence on the statute books has acted as a deterrent to volun- 
tary^ arbitration. 

Compulsory investigation. A variant of this quasi-compulsory 
system is the prohibition of strikes and lockouts for a stated period 
while the authorities of the state investigate the matter and publish 
their findings. The best example of this system of compulsory in- 
vestigation is to be found in Canada, where it has been in operation 
since 1906. 

Tjje Canadian law applies only to public utilities, transportation 
agencies, and mines. It provides that any change in wages and hours 
must be preceded by thirty days’ notice. If the change is unaccept- 
able to one of the parties, no strike or lockout may occur until after 
investigation of the facts by a board appointed by the Minister of 
Labor and public announcement of a decision^by the board. Fines 
may be imposed for illegal strikes or lockouts during the investiga- 
tion period. After the announcement of the award, however, both 
sides are at liberty to resort to a trial of strength. Exp|:rience has 
shown that, though the Canadian act has not stopped strikes en- 
tirely, it has been successful in 90 per cent of the cases to which it 
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has been applied. This n^cord of su5:cess has been overshadowed by 
the fact that certain of the illegal strikes have been of large scale, 
causing much loss to the public. 

The system has brought out one significant fa'ict; i,e,, that the coer- 
cive features of the law are much less effective than its voluntary 
features. In fact the attempts to impose legal penalities on re- 
calcitrant workers have proved so futile that this provision of the 
law has become inoperative. During the first ten-year period only 
eleven person^ were prosecuted, although upwards of 80,000 had 
broken the law, and only 1 1,660 were collected in fines as compared 
with $150,000,000 as the maximum legally due. 

Although twenty-five of the American states have conferred pow- 
ers of compulsory investigation upon their departments of labor, 
only Colorado has given this procedure extensive trial. In this state 
a system very similar to the Canadian law was set up;7,l3y the Indus- 
trial Commissions Act of 1915. This act was passed at the end of a 
disastrous strike in the mines. 

The scope of the law has been altered at various times, but since 
1923 it has been limited to the public utilities, intrastate railways, 
and mines. It copies from the Canadian law the requirement of 
thirty days’ notice of change in working conditions, the prohibition 
of strikes pending investigation, and the public announcement of a 
nonmandatory award by the Industrial Commission. The period 
since 1915 has been on the whole one of industrial peace in Colo- 
rado, but it is impossible to say to what extent this was due to the 
operation of the law or to a system of conciliation set up at the 
same time by employers and workers. 

A form of compulsory investigation is relied upon by the Taft- 
Hartley act to bring about the settlement of any threatened or 
actual strike or lockout affecting an entire industry, or any sub- 
stantial part thereof, engaged in interstate or foreign commerce^ and 
imperiling national health and safety. In such cases, the President 
may appoint a board of inquiry to investigate and make a pre- 
liminary report on the dispute. When this report is received, the 
President may arrange to have filed a petition for the issuance of a 
temporary injunction effective for sixty days, during which the 
board of inquiry is required to reconvene to investigate and report 
upon the current position of the dispute and the efforts that have 
been mad^to settle it. Within fifteen days after the submission of 
the board’s second report, the NLRB must take a secret ballot of 
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the employees involved on the^acceptancf; or rejection, of the em- 
ployer's last offer and report the results thereof to tlie Attorney 
General. Thereupon tfie Attorney General is required to arrange 
for the discharge of\he injunction, and the President is required 
to submit a full report of the dispute to Congress. 

On the whole, organized labor opposes compulsory investigation, 
chiefly because the enforced delay weakens their power, in case a 
strike eventually occurs, by giving the employers time to make prep- 
arations for the strike. 

Compulsory arbitration: The affirmative argument. In its com- 
plete form, compulsory arbitration prohibits strikes and lockouts 
entirely and enforces the arbitral award by governmental power. 
Many are convinced that the progress of law must lead eventually 
to this coercive intervention of the state in the case of all trade 
disputes. It i% argued that the next step in the protection of the 
public from disorder must be the complete disarming of capital and 
labor for private warfare. Founded on considerations of this char- 
acter, compulfory arbitration was adopted by the Australasian re- 
publics, *and for a time by one American state, Kansas. The dictator- 
ship countries uniformly prohibit strikes and require settlement of 
disputes by official decree. These procedures however have no perti- 
nence to a social order based on freedom and democracy. 

^ Experience in New Zealand. New Zealand was the first country 
to adopt a system of compulsory arbitration. The first law was 
passed in 1894, after a period of bitter strikes. Since that date, ex- 
cept for the years 1952-36, there has been an unbroken history of 
compulsion in New Zealand. 

The original system had as its basis a series of regional concilia- 
tion commissions covering the entire island, each commission un- 
der the direction of a salaried expert. Attempt was made to settle 
all grievances by voluntary adjustment with the aid of these com- 
missions. Failing this, an appeal from one of the parties took the 
case before a Court of Arbitration, which had final jurisdiction over 
all disputes. 

Until 1914 strikes and lockouts were not illegal unless applica- 
tion had been made for an award by the codrt, but on and after 
such application all strikes by unions registered under the act were 
prohibited. Registration by the unions was voluntary, and those 
which did not register were not denied the right to stril^. However 
the ease with which an entire labor group could be registered by a 
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minority o£*its members gave the s^lstem of compulsion wide sway. 
A law of 1913 set up a scheme of compulsor^y investigation, similar 
to that of Canada, applicable to unregisterecj workers. This law 
prohibited strikes during the investigation period. 

The Court of Arbitration consisted of a president, taken from 
among the justices of the Supreme Court, and two other members 
chosen from nominees of the registered unions and the registered 
employers’ associations respectively. The cou^t had judicial power 
to compel the'^attendance of witnesses and the submission of books 
and documents. Violation of awards was punishable by fine, and 
each award held good for three year§ unless superseded by a new 
judgment of the court, even though the union to which it applied 
had canceled its registration in the meantime. Awards issued in 
cases affecting a single enterprise could be made applicable to the 
entire industry, thus equalizing competitive conditic^s. 

The employers in New Zealand finally united against the law. 
Successful in a political campaign in 1932, they amended the 
arbitration procedure to remove most of its compulsory features, 
providing that, except for unions composed chiefly of women, sub- 
mission to arbitration should require consent of both sides of the 
controversy. In other words, New Zealand returned at that time to 
a system of conciliation with voluntary arbitration as a last resort. 

The change was of short duration, for the election of 1,936 
brought a labor government into power, which reinstated the com- 
pulsory features of the law and widened its scope. Arbitration is 
once more obligatory, and awards may be extended to cover all 
firms in a competitive area. The new legislation also makes union 
membership compulsory for workers eighteen years of age or over 
who are receiving the adult minimum wage rate. A union which 
strikes in violation of the arbitration system, however, may bejpun- 
ished not only by fines but by cancellation of the requirement for 
compulsory union membership. 

Compulsory arbitration in Kansas. The Kansas law of 1920 is the 
only example, outside of Australasia, of thorough-going compulsion 
exerted by a demoqratic government. This law prohibited strikes 
and lockouts in specified industries and created a Court of Indus- 
trial Relations to settle all disputes. 

Early inj.925, however, the court was shorn of most of its power 
by a decision of the Supreme Court of the United States, which de- 
clared unconstitutional the compulsory arbitration features of the 
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law as applied to working timh and by implication overthrew the 
whole process o£ comp^ilsory arbitration whenever its effect was ‘‘to 
compel owner and employees to continue the business on terms not 
of their own making/’ This decision indicates the apparent uncon- 
stitutionality of alk measures seeking to apply the principle of com- 
pulsion to privately owned enterprises in this country, except in 
cases of emergency in industries clearly affected with public in- 
terest, as long as the federal constitutipn contains a clause guaran- 
teeing “liberty of contract.” 

The United States War Labor Board. The first important Amer- 
ican venture in compulsory ^arbitration on a national scale was 
undertaken during the Second World War. At a conference called 
by the President in December, 1941, leaders of labor and manage- 
ment pledged themselves to refrain from strikes and lockouts during 
the war and to submit ^unsettled disputes to a national war labor 
board. This board, created by the President early in January, 
1942, and later legalized, consisted of four labor, four management, 
and four public members. 

Through its own decisions and those of its regional boards and 
industry commissions, which were also tripartite bodies, the board 
during its four years of life dealt with many thousands of disputes. 
Board decisions were binding on the parties. In the few cases of 
refusals to comply with a board award, the award was enforced 
by seizure of the plant and its operation by a government agency. 
While strikes in war industries were not eliminated, they were re- 
duced to a very low level, and there can be no doubt that the board 
was an essential part of the wartime economic administration. 

The most frequent criticism of the board from labor involved 
the slowness of its procedures. Cases frequently dragged on for a 
year^ and sometimes for as long as two years, before final settle- 
ment. The tripartite composition of the board, while useful in se- 
curing acceptance of its decisions, did not enable labor and man- 
agement groups to make the decisions. The policy of the board was 
the policy of the public members, who had the deciding vote on 
all disputed issues. It also became increasingly, apparent that com- 
pulsory arbitration involved government determination not only 
of wage rates but of ail other important matters of union-manage- 
ment relations. 

Under the pressure of war needs labor and management reluc- 
tantly accepted this situation, but their reluctance grew as the war 
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progressed. As soon as th^ war ended they withdrew their support 
entirely, and the board was abolished in December, 1945. 

Appraisal of compulsory arbitration. Any inferences regarding 
the practical operation of compulsory arbitrafion must be drawn 
from the experience of Australasia, where this method of promot- 
ing industrial peace has had thorough trial. For a time the world 
was inclined to accept the evidence as proof of success. New Zea- 
land was known until 1905 as a “land without strikes.’’ But the 
subsequent history of the system has shown that strikes cannot be 
prevented by compulsion. Since 1906 New Zealand has experienced 
frequent and bitterly contested struggles in the field of industrial 
relations. Australia has had similar experience. 

The early success of these laws was due chiefly to the content- 
ment of the workers with a system which operated continuously in 
their favor. The Courts of Arbitration favored thq^ principle of 
unionism, even to the extent of compelling employers to accept the 
closed shop. Early awards resulted in continuous advance of wages 
and shortening of hours, thus conceding to labor i?vrger material 
gains than could have been obtained from the process of bargain- 
ing alone. There were no strikes, because the causes of strikes were 
absent. 

The underlying reason for this result favorable to labor was the 
rapid and sustained material progress of Australasia during this 
early period of its industrial development, which made possible 
a continued increase of the wage income without encroaching on 
the necessary rewards of the other factors of production. When the 
rate of progress was retarded and it became impossible to grant the 
demands of the workers, rebellion against the system arose imme- 
diately. An epidemic of strikes broke out, which were the more 
bitter because they were levied in part against a government which 
was thought to be unfair to labor. 

When the workers used their political power to influence the 
process of arbitration, the result was a series of decisions which laid 
unsuppor table costs on the business world. In New Zealand own- 
ers of industry were then driven in their turn to take political 
action against the system, with the result, as we have seen, that 
it was deprived of its mandatory features. The political victory of 
labor whicJI restored compulsory arbitration in 1936 added new 
emphasis to the fact that the state exercising such powers is destined 
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to become the centfe of a political struggle between capital and 
labor. 

No type of public i«itervention has as yet proved as effective in 
promoting industrial* peace as have voluntary arrangements set up 
within industry by mutual consent of employer and worker. Con- 
ciliation, mediation, and voluntary arbitration are accomplishing 
much in the way of smoothing out labor disputes. Machinery for 
public intervention in the last resort is most useful when it is 
carefully designed to promote these informal devices for negotiation 
and settlement. But these voluntary arrangements, as we have seen, 
presuppose organization on both sides, and in the United States at 
the present moment there is no agreement within industry as to the 
mechanism through which organization can be brought about. 

Attempts to apply compulsion instantly arouse the suspicion and 
antagonism of labor. If they are persisted in, despite this antagon- 
ism, their ultimate effett is to force organized labor into politics, 
with a program of far-reaching social ‘change which might mean the 
end of the pr^esent system of industry. 



CHAPTER XXXV 


Problems of American Agriculture 

Economic peculiarities of agriculture. Stated in its simplest 
terms, the farm problem arises out of the failure of competitive price 
to bring about easily and quickly the adjustments in production 
that would preserve a normal balance* between costs and prices. In 
agriculture normal equilibrium is reached with more difficulty than 
in industry, generally because of the vagaries of nature’s bounty, 
the inelasticity of demand which frequently prevaife, the highly 
individualized control of productive efforts, the less compelling in- 
fluence of marginal costs on productive capacity, and the greater 
inflexibility in the transfer of productive agents frofh use to use. 
The biologic processes involved in crop and livestock prcfduction 
require considerable periods of time; from three to five months 
elapse between the planting and harvesting of most crops, while 
several years are usually required to make important changes in 
crop rotations and livestock breeding programs. Even without the 
uncertainties that always accompany forecasts of future conditions, 
most farmers have very imperfect knowledge of present conditions 
and of the most economical methods of farm organization. Finally 
the typical farmer is far from being the “economic man,” and 
many of his decisions are motivated or modified by conditions other 
than economic rationality. 

Consider the effects of weather conditions on crop producdon. 
From his experience, the Maine potato farmer may expect that 
his current crop will yield from 230 to 290 bushels per acre, but he 
also realizes that since 1920 average potato yields in his state have 
ranged from 177 to 355 bushels per acre. His conscious efforts to 
direct production by^ varying the acreage planted is as often as not 
offset by conditions beyond his control. 

The same holds true for other crops and other areas. Average 
corn yields Jor the state of Iowa in recent years have ranged from 
20 to 60 bushels per acre while wheat yields in North Dakota have 
varied from 5 to 20 bushels 
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Yet the major uncertainty fe not so riuch in prodtiction as in 
price. The year-to-yea^ fluctuations in production are accompanied 
by more or less opjjpsite and often more pronounced fluctuations 
in price. In the two decades after 1920, yearly average prices for 
the whole country^ have varied from 32 cents to $1.70 per bushel 
for potatoes, from 38 cents to $1.85 per bushel for wheat, and from 
32 cents to $1.12 per bushel for corn. In addition there were im- 
portant seasonal and^, geographical prjce differences. Such fluctua- 
tions make it difficult to distinguish between fundan^ental or long- 
run changes and short-run changes, and it is quite impossible to 
forecast with consistent accuracy the prices that will hold in the 
future. 

The result is that most farmers make their production plans on 
the basis of current prices. A recent study of hog producers in Iowa 
indicated thaft 60 per c^nt forecast hog prices nine months in the 
future at the then current level of approximately $5.00 per hun- 
dred pounds.^ The remaining 40 per cent made forecasts ranging 
from $3.50 to $7.00. Actually prices increased to approximately 
$6.00 and continued to increase rapidly as a result of war condi- 
tions. 

A further complication is that many costs do not involve a di-' 
rect cash expenditure. In an investigation of the costs of wheat 
production on an Iowa farm, it was found that about half of the 
costs were of the noncash type, including especially the labor of 
the farmer and his family and the return on his own investment.® 
Of the remaining 50 per cent, about 20 per cent represented costs 
such as home-grown feed and seed, the use of which, instead of 
sale at current prices, involved a direct sacrifice of cash income. 
Only 30 per cent of the estimated total costs of production were 
dir^t cash costs, and a substantial part of these were for such fixed 
items as taxes, interest, and payments on borrowed capital. In 
short, variable cash costs are a minor part of the total. 

When prices fall and the income from a particular crop is in- 
sufficient to yield the usual market return on his labor and cap- 
ital, the farmer who cannot shift profitably tp the production of 
another crop will continue to produce the same crop so long as 

1 Schultz, T. W., and Brownlee, O. H., '‘Two Trials to Determine Expectation 
Models Applicable to Agriculture,” Quarterly Journal of Econor^cs^ Vol. LVI, 
Number 3, May, 1942, pp. 487-496. 

2 Pond, G. A., Cost of Production and Price, University of Minnesota, Exten- 
sion Bulletin 166, Revised, 1941. 



THE AMERICAN FARM PROBLEM 721 

the price is sufficient t^ pay anything more* than the direct cash 
costs, even though he receives no return at all for the use o£ his 
fixed capital and a reduced rate of retu^ for his own services. 
Rarely can he afford — immediately at least^to discontinue pro- 
duction and thus deprive himself and his family of a job, for there 
are few alternative uses to which farm land ol^ farm buildings can 
readily be put. A long continued period of production at prices 
which do not cover costs, including the maintenance of the produc- 
tivity of the^oil as well as^a fair return to the farmer for his own 
labor, will inevitably throw land out of production, but a decision 
to abandon production is in most instances reached most reluc- 
tantly and only after some years of ndversity. 

Even this brief discussion should make it evident that in agri- 
culture responses to price changes are slow and imperfect. It is true 
that higher prices lead to higher production and, ^ith more diffi- 
culty, that lower prices bring reductions id the output of particular 
products. But the uncertainfies as to costs and future prices create 
important lags and imperfections in the process, \yewed solely as 
an economic problem, we may describe this as a failure o5 the mar- 
ket to bring about quickly and easily the optimum allocation of 
resources. But to the farmer involved it* may mean long years of 
hard work and poverty, ending in lo5s of the savings of a lifetime. 

The American farm problem: Period of the First World War. 
In the years immediately preceding the First World War agricul- 
ture was prosperous in a quiet sort of way. It had achieved a 
measure of stability, and except for the effect of weather on crops, 
production, prices, and farmers' incomes remained steady and in 
general satisfactory. 

When war broke out in midsummer, 1914, agricultural prices 
were momentarily depressed, but by September foreign demand for 
certain farm products strengthened and exports began to infrease. 
This demand, however, was far from uniform, for while wheat and 
hogs were in great demand, poultry products went begging. In gen- 
eral, exports were limited by the difficulties of storing and trans- 
porting foods, and only those products that could travel long dis- 
tances and maintafh their quality were wanted. Except for a few 
products like wheat, farm prices showed no increase over prewar 
levels until early in 1916. 

Wheat "prices, however, advanced sharply in the first year of the 
war, and under the influence of rising prices and good export mar- 
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kets, acreage expanded. The increase iriiiacreage combined with 
unusually favorable weather in 1915 to yield a record wheat crop 
that was not surpassed Cintil 1944. This big crop came at the same 
time that other wheat^-producing countries had good crops, and it 
forced prices back to prewar levels. 

After the Unitecf States entered the war in 1917, minimum 
prices were guaranteed for wheat, and every effort was made to 
increase production. These measures were successful, and wheat 
acreage again soared, reaching a peak^'in 1919. Wh^t prices re- 
mained high until the harvest in 1920, when there began a swift 
decline that lasted through 1921. 

The other farm product moSt conspicuously affected by the war 
was pork. Until 1916 hog prices did not change much. Then they 
started upward and did not stop until the summer of 1919. At 
that time, earner than for most other farm products, the price 
broke, and a decline set' in that lasted until prewar levels were 
reached in 1921. As with wheat, high' prices and other incentives 
had their effects upon hog production, and the pig crop increased 
from 53 million hogs in 1914 to 64 million in 1919. 

Wartime demands stimulated the production of many other agri- 
cultural products. All told, the area of land in crops was expanded 
by about 40 million acres, or 13 per cent. 

An important development that accompanied rising agricultural 
prices and expanded production was the increase both in farm costs 
and in land values. Prices of fertilizer, machinery, farm labor, and 
the like rose, taxes on farm real estate and interest on farm 
mortgages more than doubled, while freight rates showed substan- 
tial increases. When everything was taken into consideration the 
increases in farm expenses were sufficient to offset in large measure 
the gains from increased prices of farm products. Nevertheless the 
incre^e in money income, together with the assumption on the 
part of many that high war-time prices would continue, whipped up 
a spirited speculative bidding for land, with the result that the 
average value per acre of farm real estate rose 70 per cent between 
1913 and the beginning of 1920. 

Not only did the farmers* money income rise Suring this period, 
but their real income as well. At the beginning of the war the 
prices of agricultural products rose more rapidly than ^id other 
prices, and there was a time of real prosperity for farmers, when the 
ratio of the prices they received for their products to the prices they 
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paid for goods was considerably more favorable than in the years 
1909-14 (Fi|ure 39). 

Before the end of the war this situatior^ began to change, for 
while farm prices still rose, other prices rose |aster, and finally, in 
1920, farm prices turned rapidly downward. The favorable ratio 
of prices received to prices paid was thus changed, and before the 
end of 1920 it had fallen far below the prewar level. This ratio was 
never regained until the Second World War. 



Fig. 39. prices received and paid by farmers in the united states, 

191045 1 

During the 1920’s. Thus it came about that farmers found them- 
selves in the middle of 1920, when prices were at their peak, wiflh no- 
increase in real income, and with an expanded plant, inflated land 
values, and increased production costs. Since other prices showed 
greater rigidity, the precipitate break in agricultural prices late 
in 1920 caused a great disparity between farm and industrial prices. 
This persisted throughout the decade, despite a slight recovery in 
farm prices in the latter half of the period (Figure 39). Farming* 

1 Figures obtained from Bureau of Agricultural Economics and Agricultural 
Marketing SrSrvice, Agricultural Statistics, Washington: Government Printing 
Office, annual report. 
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was unprofitable, and thousands of farmers suffered loss and hard- 
ship. Hardest hit were those t^^ith cash payments to make, and 
farmers who had bought land on credit at high prices found it diffi- 
cult or impossible t^a pay interest and make repayments on farm 
mortgages. A farm problem of formidable dimensions existed and 
could not be ignored. 

The failure of agricultural production to adjust quickly and 
easily to marked decreases in demand -was strikingly evident in the 
period following the First World War Throughout the 1920’s the 
production of wheat, which may be taken as a san^|>le, remained 
about 35 per cent above the average production of 1909”-13. 

In part the failure to reduce production may be attributed to the 
difficulties inherent in the system which have been described above, 
but the fact that leaders of agriculture seem consistently to have mis- 
read the situation was a contributing factor. In 1920, for example, 
editors of farA papers and other leaders appeared to have no mis- 
givings regarding the export market fgr farm products, and through- 
out the following decade the feeling among both the leaders in farm 
affairs and the professional speculators was that the export market 
was bound to recover. 

One authority writes: '‘The prevailing opinion, in both tr*ade and 
government circles, was that wheat prices were abnormally low in 
1928-1929; but in retrospect it is clear that speculative forces held 
thewa above levels appropriate to the real conditions. The danger 
signals given by unprecedentedly high ‘visible supplies' of wheat 
were largely ignored . . . the conviction prevailed that 1929-30 
would see higher prices and ready absorption of surplus wheat 
stocks. This was the situation when the Federal Farm Board came 
into existence in July, 1929, and when the financial crisis broke in 
the New York stock market in October [of that year]. In his annual 
repQ?:t of 1929, written shortly after this, the Secretary of Agri- 
culture observed that the agricultural situation was remarkably free 
from evidence of overproduction." ^ 

A second reason which may be given to explain the continued 
maladjustment in agriculture is the conviction throughout the pe- 
riod that prices were unjustly low and the e::^pectation that Con- 
gress would do something for agriculture. Constant pressure by 
farm groups was exerted, and a number of measures supposed to 

1 Davis, J. S., Wheat and the AAA, Washington: The Brookings Institution, 
1935, p. 17, 
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aid agricul are were eitiier enactejl into law or passed by Con- 
gress, only to be vetoed by the President. It is not our purpose here 
either to describe these different projects or lo pass judgment on the 
plea of agriculture for special treatment at me hands of the gov- 
ernment, but merely to record the fact that a decade of political 
agitation and political promises could not fail to influence the 
policy and behavior of the farmers. 

During the 1930’s. Farm prices and income Even without the 
depressing effects of the world crisis, American agriculture would 
have had difficulty in solving the problems that confronted it in 
the years following 1929. The world crisis, however, put an end to 
American loans to foreign countries* thus causing collapse of the 
export market for American produce, while internal disturbances 
wrought havoc with the domestic market. Prices declined generally, 
but farm prices fell even more rapidly, so that there were drastic 
reductions, not only in the size of the farmer’s income, but in its 
purchasing power. 

GROSS FARM INCOME AND NATIONAL INCOME, 1910-19451 



Gross farm 

National 


Year 

income® 

(Billion 

income 

(Billion 

Income parity 
ratio^ 


dollars) 

dollars) 


1910 

7.4 

33.1 

105, 

1919 

17.7 

66.1 

152 

1921 

10.5 

58.3 

60 

1929 

13.8 

86.0 

93 

1932 

6.4 

43.6 

61 

1937 

11.3 

71.6 

107 

1940 

11.0 

78.5 

90 

1941 

13.8 

94.8 

107 

1942 

18.4 

122.2 

134 

1943 

22.8 

149.4 

150 

1944 

23.9 

160.7 

146 

1945 

24.6 

161.0 



® Including government payments. 

^ Obtained by dividing the index number of income from farming per person on 
farms by the index number of income per person not on farms. This provides a 
measure of the relation of the net income from farm operations of individuals on 
farms to the income of -individuals not on farms, as specified in the Agricultural 
Adjustment Act of 1938. 

1 Sources: Bureau of Agricultural Economics, Net Farm Income and Parity 
Report, 1947, and The Farm Income Situation (Series). Also, Bureau of Foreign 
and Domestic Commerce, Survey of Current Business (Series), All the foregoing 
published in Washington by the Government Printing Office. 
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The fall in the prices of farm products was naturally reflected 
in a shrinkage in farm income, as shown in the table on the preced- 
ing page. Gross farm mcome, estimated at 13.8 billion dollars in 
1929, fell to 6.4 billion in 1952, a decline of 54 per cent in three years. 
By comparison, the total income of American enterprise of 86.0 bil- 
lion dollars in 1929 underwent a reduction of 49 per cent by 1932. 

Farm debt. The farmer’s situation was aggravated by an unusu- 
ally heavy burden of debt, estimated at a total of 12 billion dollars 
in 1933. Part of this consisted of short-term loans, hut the major 
portion was in the form of farm mortgages, which were to a con- 
siderable extent the result of purchases of farm lands at the spec- 
ulative prices obtaining during and immediately after the First 
World War. This mortgage debt had reached a peak of 10.8 bil- 
lion dollars in 1923 and was not reduced very much until after 1930. 

The interest on this debt amounted in 1929 to about half a 
billion dollars yearly. With farm income curtailed, many farmers 
found themselves unable to meet their interest payments, and fore- 
closures followed. Between 1920 and 1930 nearly half a million 
farmers lost their farms through foreclosures and forced sales, and 
many formerly independent farmers were forced into the class of 
tenants. In 1910 nearly two- thirds of all farmers were owners, 
whereas in 1932 over half wSre tenant farmers. Between 1930 and 
1934 the farm mortgage debt decreased from 9.6 billion dollars to 
7.7 billion dollars through continuation of the process of fore- 
closure and sale, but even so not all of the delinquent mortgages 
were foreclosed. Mortgage moratoria, some of them later invali- 
dated by the courts, were established by state law in many of the 
agricultural states, and in their absence organized mass movements 
by farmers interfered with court proceedings and halted fore- 
closures and forced sales. 

Feaeral Farm Board. During the decade of the 1920’s, the farm- 
ers made insistent demands for legislative relief for their economic 
difficulties. Little in the way of effective help was obtained, how- 
ever, until the passage of the Agricultural Marketing Act of 1929. 
This act set up a Federal Farm Board, authorized to encourage and 
strengthen cooperatives and to engage in stabilizing operations. 

The board had been in existence but a short time when the mar- 
ket crash of 1929 made extensive stabilization operations seem im- 
perative. Beginning in 1930 the grain and cotton stabilization cor- 
porations of the Federal Farm Board did considerable buying of 
wheat and cotton. 
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From July, 1930, to August, 1932, over a ipiliion bales of cotton 
so bought were being held. The t^lk of this was distributed, after 
processing, through the National Red Cross, and the remainder, 
together with one and one-half million baiOiS which were held as 
a result of collateral loans, was turned over to the Department of 
Agriculture in 1933 for the cotton option ppol under the new 
farm legislation. 

As to wheat, the accumulated holdings of the Farm Board were 
liquidated in 1932^* and 1^3, largely by distribution through the 
National Reft^ Cross after conversion into flour. By the end of April, 
1933, the Grain Stabilization Corporation had closed out all its 
holdings, both spot and future. 

The Federal Farm Board came to an end in May, 1933, with its 
usable credit functions salvaged for the new Farm Credit Adminis- 
tration. Heavy surpluses of wheat and cotton hanging over the 
market and the failure to offer any discouragement to increases of 
production had helped to create an almost continual decline in the 
prices of these commodities during the life of the board. Nor did the 
board’s operations tend to decrease wheat producliion. The final 
loss on the 500 million dollar revolving fund for price stabilization 
was about 350 million dollars. 

Farm programs of tike Roosevelt, administration: General ob- 
jectives. The purpose of the government’s farm program in 1933 
can be simply stated. It was to bring, with as little delay as possible, 
the prices of farm products into a more favorable balance with the 
prices of other goods and to stabilize this more favorable rela- 
tionship once it had been attained. This was essentially the objec- 
tive set forth by the McNary-Haugen and other abortive farm relief 
plans of the past. 

The agricultural crisis was deemed so serious that various means 
for achieving this objective were tried simultaneously. In sq far as 
the program for raising the general price level was based on the 
assumption that, once prices started moving upward, the more 
depressed prices would make the greatest relative recovery, the gen- 
eral price program should be considered a part of the farm pro- 
gram. New agricultural credit agencies, liberally supplied with gov- 
ernment funds and under government control, were established to 
make loans to the farmers and thus to give them sufficient financial 
strength lb hold their produce for a favorable market. Devices for 
enlarging foreign markets, such as the negotiation of reciprocal 
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tariff agreements autljorized by the tariff act of 1934, or the export 
of agricultural produce with government subsidy, wdlre also di- 
rected toward this same^end. 

The Agricultural i^ijustment Act of 1933: Objectives. The main 
program, however, sought (1) to make it immediately profitable for 
producers of the bi^ic agricultural commodities to reduce produc- 
tion voluntarily, (2) to check the development of unfavorable com- 
petitive conditions, and (3) to supervise the growth of equitable 
distributive processes for all agricultu:tal commodities. This pro- 
gram was embodied in the Agricultural Adjustment Act of 1933 
and its various amendments. The 1933 act was in effect for less 
than three years, being declared unconstitutional in January, 1936, 
but in that period the administration was able to exercise con- 
siderable control over American agriculture. 

Enduring changes in the pattern of American agrictulture and in 
the point of vfew of the American farmer could not fail to result. 
For years a steadily increasing numbei; of farmers and farm leaders 
had agitated for a governmental program of this kind. The eco- 
nomic philosoj^y that gave rise to the drafting of the act of 1933 
can be traced through the McNary-Haugen bills of the 1920’s and 
far back into the agricultural programs of the nineteenth century. 
Furthermore it did not die, with the cofirt decision in 1936. It 
persisted and found tangible expression in subsequent farm legis- 
lation. A critical study of the act of 1933 is, therefore, of more than 
historical interest. It provides a most essential background for an 
understanding of the objectives of the federal government and for 
any evaluation of the probable results of the present laws affecting 
agricultural production. 

“Parity prices.” The Agricultural Adjustment Act was entitled 
“An act to relieve the existing national economic emergency by in- 
creasing agricultural purchasing power,” etc. Its major goal was 
restoration of the purchasing power of basic farm products to the 
level of the prewar period — ^August, 1909, to July, 1914 — except in 
the case of tobacco and potatoes, for which the base period was 
from August, 1919, to July, 1929. Originally the list of basic farm 
products consisted of wheat, cotton, hogs, field /:orn, rice, tobacco, 
and milk and its products, but the number was extended by later 
legislation. 

For each basic commodity there was at any given time^ so-called 
“parity price.” For example in the base period the average price 
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of wheat was |0.884 a bushel. In order that a bushel of wheat 
should have as great a command over commodities in general as 
it had in the base period, the price in April, 1936, for example, 
would have to be $1,105. In this same montn the parity price for 
cotton was 15.5 cents a pound, compared with 12.4 cents in the base 
period, and so on for the other basic commocfities. The plan did 
not attempt to set fixed prices but sought to adjust farm prices 
to the general pric^ level, whatever that might be. 

Production control. In order to limit production, the Secretary of 
Agriculture was empowered to provide, by voluntary agreements 
with producers, for the reduction of acreage or production for mar- 
ket of the basic commodities and fo compensate the cooperating 
producers by the payment of rent, if the land was leased out of pro- 
duction, or by benefit payments on the restricted allotments grown. 
Variations of this general scheme were used for cptton. In later 
measures voluntary crop reduction for cotton was replaced with 
compulsory reduction, and &mpulsory control was also made ap- 
plicable to sugar, tobacco,* and potatoes. 

In addition the Secretary of Agriculture was permitted to 
make marketing agreements, exempt from the operation of the 
antitrust laws, with processors and handlers of any agricultural 
commodity or its derived products in the current of interstate 
or foreign commerce.” 

By the original act of 1933 the Secretary of Agriculture wa§ em- 
powered to use the proceeds of all taxes authorized by the act for 
the purpose of expanding the foreign market for American produce 
and thereby removing the surplus from the domestic market. It 
was by virtue of this authority that an agreement was made in 1935 
for the export of surplus wheat from the Pacific northwest by the 
North Pacific Emergency Export Association. An average loss of 22 
cents a bushel was made good out of funds derived from the pro- 
cessing tax described below. 

An extension of this power to develop foreign markets is found 
in the amendment of 1935, which permitted the use of 30 per cent 
of the receipts from import duties to subsidize the export of farm 
products, with the**’ exception of raw cotton, or to increase the re- 
turns of producers on the part of the crop consumed in this country. 

Processing taxes. The cost of the payments mentioned above 
was to be met from taxes on the first domestic processing of the 
products. The Secretary of Agriculture was given the power to set 
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the amount of the tax on each, basic comwaodity at any figure up 
to the amount of the difference between the current average farm 
price of the commodity so processed and the parity price. The 
processing taxes were^remitted on products exported and were not 
levied on supplies processed by the grower for his own consump- 
tion or used for charity. A compensating tax was levied on any im- 
ported manufactured article whose value was chiefly derived from 
one of the commodities concerned. 

Wheat program. Un*der the wheat program farmery were offered 
money “benefits’" to induce them to agree to stipulated reductions 
in the area to be sown to wheat. In this way it was hoped the 
production of wheat would be* so reduced that the effective return 
per bushel of wheat would have, for the contracting farmers, a 
purchasing power over other commodities more nearly in accord 
with that obtaining in the base period. 

So far as the reduction of acres sown to wheat was concerned the 
program was not successful. The 19^4 program called for a 15 
per cent decrease in acres planted to wheat by farmers signing con- 
tracts with the government. Despite the fact that farmers controlling 
75 per cent of the wheat acreage of the base years, 1928-32, signed 
these contracts, increased plantings by nonsigners resulted in a net 
decrease in 1934 of 4 per cenf only. The 1935 program called for a 
reduction in acreage of 10 per cent by signers, whereas actually 
the acreage planted was in excess of that for the base years. Produc- 
tion did decline, however, from an average of 864,000,000 bushels in 
the base period to an estimated yield of 496,000,000 bushels in 1934 
and 626,000,000 bushels in 1935 — crops small enough to cause a 
rapid decrease in the large carry-over of wheat in 1933. 

This might be considered evidence of success of the program if 
one failed to remember that unfavorable weather conditions pre- 
vailed^ during these years. The investigation of the Brookings In- 
stitution indicates that had there been no attempt to control pro- 
duction the 1934 crop might have been 25 to 30 million bushels, 
and the 1935 crop perhaps 20 million bushels larger, than they 
actually were,^ In other words the effects of the Agricultural Ad- 
justment Administration measures of restriction were practically 
negligible in comparions with the effects of weather conditions. 

1 Nourse, E. G., Davis, J. S., and Black, J. D., Three Years of ^AgricnUnral 
Adjustment Administration. Washington: The Brookings Institution, 1937, p. 
127. ^ 
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Other programs. The wheat program was, ,as has been pointed 
out, only ofte of the programs undertaken under the AAA. Con- 
trols were applied to cotton, corn, hogs, srjgar, and tobacco, and, 
through marketing agreements, to a number of other products. 
These programs varied in detail, but in general principle they fol- 
lowed the same pattern as that for wheat. 

There can be no question of the accomplishment of the AAA 
in effecting a marked reduction both in the area planted to cotton 
and in the quantity* of cotton produced. The program also added 
substantially 1% the income of cotton producers. But despite the 
success of the AAA in achieving its immediate goal, the program 
has been widely criticized. The most widespread objection has been 
that the restriction program and the policy of making generous 
loans “without recourse” to farmers on farm-stored cotton pledged 
as security have combined to reduce exports of United States cotton 
and permanently to endanger her export trgde becaufe of the main- 
tenance of domestic prices ab^ve the world level. 

AAA program and agricultural recovery. During the period of 
control, agricultural prices rose, and the ratio of prices paid to 
prices received by farmers moved closer towards equality. Gross 
farm income rose from 6.4 billion dollars in 19S2 to 11.3 billion 
dollars in 1937, while the income parity ratio increased from 61 
to 107. Carry-overs of some crops were greatly reduced. In general, 
agriculture was regaining her health. 

For this improvement in the condition of agriculture the AAA 
cannot claim full credit. The farm value of the controlled crops was 
85 per cent greater in 1934 than it had been in 1932, but the farm 
value of the noncontrolled crops was 50 per cent larger. A part 
of this remaining differential in favor of controlled crops is to be 
accounted for by the peculiarly severe effects of the drought. In 
the matter of area reductions also the AAA can take only partial 
credit for the changes effected, for while it is true that the acreage 
of controlled crops harvested declined 23 per cent between 1932 and 
1933, individual adjustments to market conditions on private 
initiative were sufficient to produce a 13 per cent reduction in these 
years in the harvested area of noncontrolled crops. 

AAA program and business recovery. The AAA program was de- 
signed not only to relieve the acute agricultural distress, but also 
as an integral part of the more comprehensive recovery program 
to benefit the whole nation. In fact the chief justificatiort for the 
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AAA program lay in*the argument that, if the farmers' buying pow- 
ers were restored, orders wouldf begin to flow to industrial centers 
and employment woulcj pick up. This in turn would mean a greater 
demand for farm products and so on until more prosperous condi- 
tions generally had been brought about. 

The influence o£ increased farm buying on general recovery is 
difficult to appraise. The general conclusion of the Brookings re- 
port to which we have referred above is that the AAA program 
had an appreciable effect on recovery# This insulted from an en- 
largement of total purchasing power (chiefly from government sub- 
sidies and loans) and not merely a transfer from one group to an- 
other, an acceleration in the r^te of turnover of the funds involved, 
and a considerable advance in the time at which this purchasing 
power was made available. 

Soil Conservation and Domestic Allotment Act. When the use 
made of the ptocessing taxes was declared unconstitutional in 1936, 
it did not end the activities of the #Agriculturai Adjustment Ad- 
ministration. Not only was new legislation enacted shortly there- 
after, permitting the Administration to seek the same objective in 
a different manner, but many of the powers conferred by the act 
of 1933 and its amendm4ents were unaffected by the court decision. 
The Soil Conservation and. Domestic Allotment Act was quickly 
passed, and this, together with the remnants of the adjustment act, 
provided the basis for the operations of the adjustment administra- 
tion until the passage of the act of 1938. 

Under the soil conservation legislation, the Secretary of Agricul- 
ture made payments to farmers who agreed to divert land from soil- 
depleting crops to soil-conserving crops, such as grasses and legumi- 
nous crops, and to follow soil-building practices. The program for 
1938 and following years provided for a national goal in terms of 
acreage for soil-depleting crops and a national objective for soil- 
building crops and practices. The national goal was subdivided into 
state, county, and individual farm goals. There were individual soil- 
depleting crop goals for cotton, corn, tobacco, peanuts, rice, and 
potatoes. Other crops were classified together in a general soil- 
depleting crop goal A maximum payment wag calculated for each 
cooperating farm, and payments were made for keeping within soil- 
depleting crop goals and for attaining soil-building goals. Payments 
to farmers under this act came directly from the Treasury and were 
raised either by taxation or by ^borrowing. 
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Agricultufal AdjustmAit Act of*’ 1938: Reasons for enactment. 
The soil conservation act was never considered by the government 
or the farmers as a satisfactory substitute f^ the original farm 
legislation, since it gave relatively little opportunity to control the 
production of various crops. Its chief feature, ^side from the pro- 
motion of soil conservation, in which the administration took a 
genuine interest, consisted in the improvement of farm income 
through the payment of subsidies from the public treasury. 

In the circui!ustances it was inevitable that an attempt should be 
made to pass further legislation, which would not be deemed un- 
constitutional, giving the federal gov^nment comprehensive powers 
of control over agricultural production. This found expression in 
an act approved on February 16, 1938, the most important pro- 
visions of which are summarized in the following paragraphs. 

Principal provisions of the Act of 1938: (a) Soil coyhervation. The 
act continued and supplemetited the soil conservation program of 
1936. The Secretary of Agriculture was authorized to prescribe 
bases for acreage allotments to carry out the prograrh. Furthermore 
when Congress should provide the funds, payments were author- 
ized to producers of corn, wheat, cotton, tobacco, and rice in such 
amounts as might be necessary to i;estore the 1909-14 ratio of 
farmer’s incomes to the incomes of others. 

(b) Commodity loans. The Commodity Credit Corporation was 
authorized to make loans on agricultural commodities. Such loans 
were made mandatory on wheat, cotton, or corn whenever the 
stock (as estimated on a specific date) should exceed a normal year’s 
domestic consumption and exports. The corporation must also 
make loans on wheat if on July 15 of any year its farm price is 
below 52 per cent of the parity price, and on cotton if on August 
1 the average price is below 75 per cent of parity. Loans mjde to 
cooperators in the soil conservation program should be at a rate 
between 52 and 75 per cent of parity, and loans to non-cooperators 
at a rate equal to 60 per cent of the rate to cooperators. 

(c) Parity payments. If and when appropriations are made by 
Congress, payment^ may be made to producers of corn, wheat, 
cotton, tobacco, and rice to bring the effective return from the com- 
modity up to its parity price. 

(d) Ma^eting quotas. The Secretary of Agriculture is required 
to make known his findings with regard to stocks of commodities 
and to proclaim a marketing quota if the total supply of any of the 
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five commodities exceeds a gifen percentage of the slipply for a 
normal year’s domestic consumption and export. No quota is 
effective if more th^ one-third of those voting in a referendum 
oppose it. Acreage allotments are to be made for corn, wheat, cot- 
ton, rice, and tobacco on the basis of average production per acre 
over certain preceding years, and are to be so fixed as to produce 
an amount sufficient to supply domestic needs. Commodities 
marketed in excess of individual farm quotas afe subject to definite 
penalties for each of the five commodities. 

(e) Crop insurance. A government-owned Federal Crop Insurance 
Corporation was established v^ithin the Department of Agriculture, 
with capital stock to amount eventually to $100,000,000. This 
corporation is authorized, beginning with the 1939 crop, to insure 
wheat producers against loss in the yield of wheat from unavoidable 
causes, such af drought, rfiood, insects, plant diseases, and the like. 
Contracts riiuSt cover not less than M per cent nor more than 75 
per cent of the recorded yield for a representative base period. 
Premiurns are payable in wheat or the cash equivalent. 

General objectives of the act of 1938: Financing. Perhaps the 
most conspicuous point *of difference between the 1933 and 1938 
acts was that the 1938 act onj.itted the processing taxes and in their 
place provided that benefit payments be paid when and if Congress 
prodded the funds. The question as to the extent to which Congress 
wished to subsidize -agriculture was thus presented annually. 
Congress could if it chose put an end to the entire program by the 
simple expedient of failing to vote the necessary funds. 

Income parity vs. price parity. Income parity was set up as the 
ultimate objective in place of price parity. Price parity was still 
to be used as a measuring rod, but the goal now was to secure, 
throrygh a rise in the prices of agricultural commodities and the 
payment of benefits, a net income for the farmer which would bear 
the same ratio to the income of the nonfarmer that it had in 1909- 
14. 

The "Ever-normal Granary.” A further objective of the 1938 
act is best expressed by the term “ever-normal granary.” This con- 
cept implied a steady flow of farm products to the market at prices 
which were reasonably stable over the years and sufficiently remu- 
nerative to the farmer to achieve the major goal of thP program; 
namely, income parity. 

The acreage allotments were supposed to be set at a figure which 
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would produce the desired quantities of th^ products, but these 
allotments'^ were bindiAg only on those farmers who chose to 
cooperate with the government. Therefo^^e marketing allotments 
were provided, which in the event of embarr|issing surpluses would 
make the marketing of produce in excess of the allotments subject 
to fines. Marketing allotments were compulsory acreage allotments, 
affecting all farmers when ratified by a two*thirds vote of the 
farmers concerned. 

The administration recognized, however, that weather condi- 
tions, insect f^sts, human frailty in living up to quotas, and indeed 
errors in estimating accurately both the requirements for consump- 
tion and the acreage necessary to produce the amount might result 
in crops which were overabundant in one year and deficient in 
another. The commodity loan was specifically intended to even 
discrepancies between the requirements for consumption and ex- 
port and the quantity produced in any given year.Tn time of glut 
and low prices the governi|jent was prepared, through the Com- 
modity Credit Corporation, to make loans to farmers on produce 
stored on the farms or in commercial warehouses. The withdrawal 
of these stocks from the effective supply would therefore raise 
prices — presumably to or near the desired level. When a poor crop 
came along and prices would otherwise be higher than desired, the 
produce in storage would be released, thus adding to the effective 
supply and giving assurance of normal quantities for consumption 
and normal prices. 

Crop insurance. Crop insurance was another innovation which 
was expected to work in the same direction, although it was in- 
tended also to relieve the farmer of some of the risk which had 
traditionally been his. Premiums were payable in wheat, the only 
crop for which insurance was originally provided, thus to some 
extent decreasing the quantity on the open market. If ther^ were 
no occasion to pay out benefits, the wheat would remain in storage, 
but if a drought or a plague of insects destroyed a portion or all 
of a crop, the stored-up wheat would be released for the payment 
of insurance benefits, with the idea of giving the farmer a sub- 
stantial portion of Jjiis normal income and assuring to the consumer 
supplies of wheat at prices close to normal. 

Crop insurance began with wheat in 1939, but new legislation 
in 1941 p^vided insurance for the cotton crop also. Unfavorable 
financial experience with the program led Congress in 1943 to cut 
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off all funds for its support, save an amount necessary to liquidate 
outstanding commitmeni:s. Legi^ative authority for crof) insurance 
was, however, not revoked, and in 1945 it was revived, with coverage 
of wheat, cotton, an^ flax, and with authority for experimental 
coverage of corn and tol:>acco. 

Disposal of surplus commodities. Despite its past and potential 
importance, the government program for the removal of surplus 
farm products has been mentioned only briefly. The reader will re- 
call the liquidation, eady in the 1930's, of the surpluses accumulated 
under the price stabiliza tion program of the Federa^Farm Board. 
Since that time the program has consisted in part of subsidized 
export of surplus products. Tp some extent, however, funds have 
been ei5:pended to discover new uses and new domestic markets for 
farm products, and to provide free supplies of food for needy 
persons. 

The idea of* the latter was to lift the level of nutrition in the 
nation. This was an important consideration in the program for 
donating surplus food supplies for free lunches for school children 
and in the food stamp plan, although the improvement in the 
market for foodstuffs which might be expected to result therefrom 
remained the major obj#5Ctive. The food stamp plan was indeed 
based on the assumption that needy families could not themselves 
secure enough food to maintain a desirable standard of health and 
well-being; free blue stamps, giving buying power in retail stores 
over specified surplus foods, were accordingly furnished to families 
on relief. 

During the war years of 1940-45, the number of people on relief 
declined and the growing need for food for the United States and 
its allies used up the surpluses in most lines. This phase of farm 
relief therefore receded into the background, though the program 
for school lunches was in 1946 placed on a permanent basis and 
given an enhanced appropriation. 

Other agricultural programs. Production control and surplus 
disposal by no means exhaust the list of federal and state agri- 
cultural programs that were developed or expanded in this period. 
As a part of the policy of soil conservation th^ Soil Conservation 
Service was established to develop such programs as contour plant- 
ing and terracing to control soil erosion, and a good deal of progress 
has been made. In 1943, sixty different soil- and ran^-building 
practices were being carried out on more than million farms. 
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Credit for farmers and for farm cooperatives was made available 
through tfie various activities of the Farm Credit Administration. 
This was supplemented by the Farm Security Administration with 
its programs of farm planning and liberal credit for low income 
farmers. The Rural Electrification Administration pressed for the 
extension of central-station service in the farm-^reas. 

Marketing agreements were made for many different commodi- 
ties under the appropriate sections of the original AAA. The milk 
marketing progranls are interesting examples in this field, in that 
action was t^en by both federal and state agencies. Under these 
programs milk classifications according to use (fluid milk, cream, 
butter, and other manufacturing mses) were developed for the 
major milk markets, and prices were established and enforced for 
these classifications. State programs were limited primarily to the 
intrastate markets, and milk control boards and commissions were 
organized in most of the states. These parallel developments have 
sometimes involved conflicts — conflicts emphasized by the broader 
issue of ‘‘states’ rights” — both as to jurisdiction and objectives, but 
there has been enough coordination and cooperation to suggest 
the possibility of joint state and federal action in such fields. 

Fatm program of the Second World War: Production and prices. 
Agricultural developments in the Se^cond World War differed in 
many respects from those following 1914. As the diagram given in 
Figure 40 on the following page indicates, production increasee^ were 
more pronounced, and this expansion was’’ more generally spread 
over the whole field of agriculture. Wheat and hog numbers again 
increased, but eggs, poultry, fats and oils, dairy products, and many 
others also felt the stimulating effects of wartime demands. 

As shown in Figure 40, the development of agricultural prices 
was essentially similar in both of the war periods, despite some 
attempts at control. Between 1940 and 1942 the over-all effect of 
the increases in farm prices was to offset the higher level of prices 
paid by the farmers. After 1942, however, the farmers gained an 
advantage comparable to that of the First World War. Gross farm 
income increased from 11 billion dollars in 1940 to 23.4 billion 
dollars in 1944, wiiile national income was increasing from 78.5 
billion dollars to 160.7 billion dollars. The income-parity ratio 
increased rapidly from 90 in 1940 to 150 in 194S and then dropped 
slightly t<f^l45 in 1944. 

One result of farm prosperity was again a rapid increase in land 
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values. In March, 1944, land values were 38 per cent higher than 
before the war as compared to a* 40 per cefit increase tSr the com- 
parable period in the earlier war. In the first period the inflation 
of land values brought with it an expansion in the farm mortgage 
debt, but farmers seemed to have profited from that experience 
and used their improved income in the later period to reduce 
rather than increase debt. Farm mortgages were reduced by more 
than 1.3 billion dollars between 1940 and 1944, when they stood at 
the lowest level since F916. 
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^Excluding government payments Data for 1944 are tentative estimates 

Fig. 40. farm production and prices in the united states^ 

1910-44 1 

Pri^ “floors” and “ceilings.” The Agricultural Adjustment Act 
of 1938 is still in effect, though it has been changed significantly 
by a series of amendments culminating in the Steagall amendment 
of 1941. This amendment replaced the 52 to 75 per cent of parity 
loans on the basic crops (cotton, wheat, corn, rice, and tobacco) by 
loans at 85 per cent of parity, and provided for^^the support of any 
nonbasic commodity whose production needed to be expanded at 
85 per cent of parity or of a “comparable price.” Moreover the 

1 Figures taken from Bureau of Agricultural Economics, Agricultural Statistics. 
Washington: Government Printing Office, annual report. 
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period for Vhich these ’price supjiorts were to apply was not to be 
terminated before the Secretary of Agricu'^ture had given sufficient 
public announcement to permit producers ^o make readjustments 
in production. 

In October, 1942, Congress amended the Stoagall amendment by 
raising the minimum level of price floors to not less than 90 per 
cent of parity or comparable price, save for cotton which was to be 
supported at 92i/^''per cent* of parity, and by adding peanuts to the 
list of basic c^ops. In addition the support period was to continue 
“until the expiration of -the two-year period beginning with the 1st 
day of January immediately following the date upon which the 
President by proclamation or the Congress by concurrent resolu- 
tion declares that hostilities in the present war have terminated/’ 
Since 1942 a number of further revisions and price supports have 
been announced. 

The primary purpose of these price floors was to stimulate pro- 
duction by guaranteeing the prices that farmers would receive and 
by assuring them that these prices would hold for son^e time in 
the future. This was intended to make it possible for farmers to 
avoid some of the uncertainties that diad always characterized 
future prices and so to plan a more national basis. To further this 
purpose the Secretary of Agriculture announced, soon after Pearl 
Harbor, a comprehensive list of farm jmoduction goals. All of 
these price-supporting programs were cafried out through pur- 
chases of commodities for military, lend-lease, the school lunch pro- 
gram, or other governmental uses and programs, or through loans, 
purchases, and other operations conducted by the Commodity 
Credit Corporation. 

Along with this series of legislative acts supporting agricultural 
prices, another type of legislation came to the fore. This was sym- 
bolized by the Emergency Price Control Act of 1942, aimed at keep- 
ing prices from rising by providing ceilings to check “speculative 
price rises, price dislocations, and inflationary tendencies.” 

Tied closely to the price control legislation was the payment of 
governmental suMdies to the producers or sellers of certain farm 
products. This program was based on an executive order issued 
after the signing of the so-called Anti-Inflation Bill of October, 
1942. It Etherized direct or indirect subsidies through purchase at 
high prices and resale at lower prices where needed (1) to insure the 
necessary production or distribution of any commodity, (2) to main- 



740 PROBLEMS OF AMERICAN AGRICULTURE 

tain ceiling prices, or (3) to preveftt a price Ase. Among agricultural 
commodities on which ^ch subsidy payments were important are 
fluid milk, butter, cheese, soybeans, flaxseed, peanuts, wheat for 
feed and industrial alcohol, and dry beans and peas. 

The stresses and strains of the war period served to emphasize 
the conflict between policy objectives. Thus the two fundamental 
lines of price legislation were potentially at war with each other. 
While one was concerned with increasicig • agri<!ultural prices, the 
other was charged with preventing price increases.^s a matter 
of fact, ceiling prices were the more important during the war. 
Despite the fact that in 1944 there were price-support programs in 
effect for ninety-one individual commodities, most farm products 
were selling above their support prices. Volume of production was 
the real goal during the war, and not the raising of prices. To 
achieve this in *the face of ceiling prices the incentives of subsidy 
payments and of announced production^ goals were considered essen- 
tial. 

Agricultural production during the war. The product of the 
American farms actually rose, during the war period, far above 
prewar levels. For examplt, in the seven '‘fat years’" of 1940-46, the 
harvest of corn, America’s mast important feed grain, was 21 bil- 
lion bushels, whereas in the seven previous lean years only 15.4 bil- 
lion bushels were harvested. 

This remarkable recotd was the result of a combination of causes. 
The government’s program doubtless contributed. To some degree 
the result reflects an increase in acreage under cultivation. But more 
important by far was the amazingly good weather with which the 
farmers were blessed. Other developments contributing to these 
high yields were the increased mechanization of farm tasks, the use 
of better cultural practices and improved varieties of seeds, and the 
ability and willingness to work hard for long hours. Working thus, 
with worn equipment and inadequate supplies of labor, the Ameri- 
can farmers performed one of the outstanding production feats of 
the war. 

Appraisal of farm policy; Guiding principtes. Economists are 
united in pointing out that a system of free and competitive mar- 
ket prices will bring an optimum allocation of resources among the 
various alternative uses. 

Applying this principle to agriculture, we observe that the opera- 
tion of demand and supply is accompanied by lags, frictions, and 
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especially lack of knowledge on the part of jthe farmers. To a con- 
siderable Extent these Inflect the biologic nature of the processes of 
agriculture. Moreover it appears that farmers’ decisions are, to 
some extent, made on noneconomic grounds. These factors com- 
plicate the situation and lead to special problems of agriculture, 
as we have seen. 

Nevertheless the fact remains that agriculture represents as close 
an approximation to pure competition as can be found in our econ- 
omy. Large numbers of relatively small producers are engaged in 
the producti*^ of relatively uniform and standardized products. 

Efforts to improve the well-being of the farmer class by govern- 
mental policies interfering with the free play of the competitive 
market raise questions of basic principle. Not only farm people, 
but also those living in cities and towns, are affected by these wel- 
fare considerations. When society attempts to provide a minimum 
living standard for any of its members, ,it interferes with the dis- 
tribution of incomes on a jtrict productivity basis. This would be 
true even if the general level of productivity 'were high and rela- 
tively stable. From the economic standpoint, the m’ore any program 
affects the use of resources, the more it will interfere with the 
efficient conduct of production. In shor|, the least disturbing pro- 
gram of distribution of the product Jis that which permits the allo- 
cation of resources to follow the competitive pattern. 

Parity prices and income. These fundamental principle! have 
not yet received sufficient attention in the development of agri- 
cultural policy. The ultimate objective of the farm program has 
been to increase farm income to that point where the net income 
per person on the farm would bear the same ratio to the net income 
per person not on the farm as it did in the period 1909-“ 14. This 
concept of parity income obviously appeals to its beneficiaries. It 
may also appeal to certain others as a fair division of the i^t^tional 
income — as according simple justice to the farmers. To such per- 
sons the method of reaching this goal, involving the raising of the 
prices of basic commodities to their parities through restrictive de- 
vices and government purchases and loans, may seem simple and 
easily understoodj^and its results may appear to be readily meas- 
ured. 

However, fixed prices— and parity prices are in essence fixed 
prices, ertn though they may shift with other prices— are incom- 
patible with a system of free enterprise. In such a system competi- 
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tive price reflects changes in demand and supply and is relied upon 
to direct production into channelsimost profitable to society. To tie 
the prices of the basic commodities to a standard determined by 
conditions in the past means abandonment of price as a regulating 
lorce. 

The situation in l^SS called for elimination of submarginal and 
marginal land held in cultivation in the hope of better times, but 
percentage reductions in acreage devoted to the basic crops gave 
no such incentive, for benefits were pai4 to all ^ilike. As a result, 
production was maintained in part on inferior soil reduced in 
part on better land, with resulting loss in social income. 

Nor did the program solve the problem of surplus commodities, 
since despite restrictive measures, total agricultural production was 
not reduced. To give but one example, the average acreage planted 
to wheat in the period 1940-42 was lower by 13 per cent than in the 
years 1931-33, Iflit the production of wheat was higher by 21 per 
cent. 

The Commodity Credit Corporation found that, if prices were to 
be maintained, ?t would be necessary to remove the surplus from 
the open market by purchase and by commodity loans. In the early 
1940’s the Corporation ovgied or had pledged to it as security for 
loans, 10.7 million bales of cQtton, 519 million bushels of wheat, 
477 million bushels of corn, and quantities of tobacco, rye, and bar- 
ley. Fiiom 1933 to the end of 1941 the total amount of purchases and 
commodity loans amouMted to almost 3 billion dollars. What the 
result would have been had war demand not intervened no one 
knows, but the situation was critical, and it is no exaggeration to 
say, as does one authority, that ‘'the War rescued the CCC, by con- 
verting into valuable assets (except for cotton) the huge inventories 
that the CCC was instrumental in accumulating.” ^ 

Conolusions. The United States Government was presented in 
1933 with an acute agricultural emergency. From both the politi- 
ical and the humanitarian points of view, it seemed to those in au- 
thority that something had to be done for the farmer, and done at 
once. It is not our purpose here to criticize the resulting legislation, 
which was frankly of an emergency character. 

The prospect of the development of this program into a perma- 
nent policy, however, is another matter. There are strong political 

3. Schultz, T. W., Agriculture {n< an Unstable Economy. New York: McGraw- 
Hill Book Company, 1916,, p. 175. 
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forces whicti oppose abandoning tf^e present tarm program without 
finding a substitute that will give the farmers greater economic 
security than they have in the past. Not o?ily are certain farm oi^- 
ganizations and some politicians committed to programs of agricul- 
tural production and income adjustment, but^ there are doubltess 
others who feel that the major insecurities in agriculture come from 
causes beyond its control and to whom it seems natural and proper 
for society, as a permanent policy, to assume^some of the risks. 

The weigh^of economic principle is against this program. The 
payment of millions of dollars in agrarian subsidies, the loss of ex- 
port markets through artificially high prices, the possibilities in- 
herent in government crop loans — these and other phases of the 
program are serious matters. The theory of pjsrity prices is not only 
of doubtful validity itself, but its practical application is attended 
with many dangers. The tying of agricultural pricas and incomes 
to some historical period cannot fail to stifle those^^ economic adjust- 
ments that are essential to the upward trend of efficiency and pro- 
ductivity. Prices are not goals, but only the metha^ds by which a 
free economy allocates resources among the myriad of possible al- 
ternatives, to the end of maximizing production for the satisfac- 
tion of human wants. 

So long as agriculture is not wholly competitive, the public in- 
terest will be served by much more dependence on the free action 
of the market and by such governmental pt;ogi'ams (if possible) as 
would tend to bring prices closer in line with the competitive 
model than to freeze them in a pattern that has long been obso- 
lete. The problem of the allocation of resources between agriculture 
and the rest of the economy is more complicated, for the non- 
competitive elements in many sections of industry are more im- 
portant and persistent. But here again the public interest lies in 
the direction of competition in a market free from government 
restrictions or control. 



CHAPTER XXXVI 


Transportation 

Introduction. Economics of transportation. The e<^omic organi- 
zation to create place utility by transportation has many of the same 
characteristics found in organization for other forms of production. 
The importance of the technological advance over the years has 
been as great as in manufacture or agriculture. The development of 
improved economic institutions to facilitate a constant betterment 
in service has been equally significant, and at times transportation 
has pioneered in the creation of these ^institutions. It was the prov- 
ing ground for the corporation, and for government regulation by 
an administrative agency. 

From the point of view of economic theory, the allocation of re- 
sources to transportation enterprises is not unlike that in other 
fields. Competition, monopoly, and the various intermediate pat- 
terns are all to be found. Economic rent, as a result of location and 
monppoly power, is an evident phenomenon. The fact that trans- 
portation is so much a, concern of all has meant that data regard- 
ing prices and costs and other economic factors have been more 
available than in other enterprises. Thus there is unusual oppor- 
tunity to see basic principles in operation and to see the applicabil- 
ity of economic analysis. 

Topographical factors: General. The aspect of transportation 
activity that is unique relates to the geographical factors, which 
leave their imprint regardless of the institutions surrounding trans- 
portation or of technological advances in the industry. Of these 
factors the topographic is the most fundamental. The nature of the 
coast line designates the ports for ocean shipping and plays a part 
in the safety of navigation. The distribution of pavigable rivers and 
lakes determines the possible channels of inland water transporta- 
tion and determines also the possible obstructions to the path of 
highways and railways. The location of water resources^ is critical 
for canals. lills and mountains are obstacles to land transportation, 
and pas| trough them are' the funnels through which commerce 
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must be fed. Climate decrees what portion of the year waterways 
are free of ^:e, how forbidding is the threat of flood, and the de- 
gree to which storms and fog may be an ol^stacle on land and in 
the air. 

Where a variation in any of these characteristics forces a change 
from one type of transportation to another, the^.work of transship- 
ment is involved. This locates commercial activity such as ware- 
housing and brokerage, with their influence on other aspects of eco^ 
nomic activity. 



Fig. 41 . topography and the development of transportation 
IN THE united STATES 


The impact of all these factors was particularly important at the 
earlier level of technological development. Even today railroads 
cross big rivers at relatively few points and large mountain ranges 
through but a few passes. Water transportation fails to reach vast 
areas of the world. Air carriers find that the usability of airways 
varies, depending on the extent to which they are fog-bound. Popu- 
lation and commer<iie still center at the points of transshipment be- 
tween different types of carriers. 

Topogr^hy and the development of the American transporta- 
tion system: Early development. The importance of these topo- 
graphic factors may be readily seen in the development of the 
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transportation systenvof the United States (Figure 41). The earliest 
important transportation in this country 'f\^as by naturCtl waterway 
with wind and animalj^ supplying the motive power, and on land 
by animal power, Ns^j^ural water transport was by far the cheaper 
and thus commanded the long haul trade in low-value commod- 
ities. But being restricted to the ocean and a relatively few deep and 
slowly flowing rivers, water transport was available to but a limited 
area of the country. Land carriage, on the other hand, was so ex- 
pensive that low-value miaterials could be moved only locally, while 
long-haul transportation was limited to a thin sl^eam of high- 
priced goods or passengers. 

The cheapness and great Ipad-carrying capacity of water trans- 
portation provided a strong incentive to develop man-made water- 
ways to supply the regions where natural waterways were not 
available. During the early part of the last century, both private 
corporations ^nd state rgovernments engaged in extensive canal 
building throughout the Northeast an>d Middle West. 

Though the canals could provide water transportation for a much 
greater area ot the country than navigable rivers, geographical 
characteristics still limited their coverage. Canals require a large 
supply of water for lock •operation, and high hills make for an im- 
possible number of locks. N;evertheless, by the 1840’s, three thou- 
sand miles of canals had been built, and another three thousand 
mileR were seriously projected. But now the time was late, for 
another technological'*' advance developed, offering many of the 
advantages of the canal while excelling as a year-round carrier in 
northern climates. This was the railroad. 

Topography and the railroads. The railroad was first viewed 
merely as an improvement on the turnpike, with the expectation 
that it would offer more expeditious service than the stage coach 
for passenger, mail, and light-weight transportation. Due to the 
coefficient of friction between iron rail and iron wheel, the gradient 
allowable on the ordinary railway was much less than was possible 
on the highway. Railways were thus confined to terrain less hilly 
and rugged than turnpikes. Moreover the great weight of railway 
vehicles makes the crossing of waterways more difficult. 

It was ten or fifteen years before the railroads proved that they 
could take the freight business from the water carriers, but when 
this had been demonstrated, the railroads spread rapidly into the 
region west of the Appalachians, and by combining short lines into 
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larger systems, they joii^ed the At^lantic Coak with Chicago, and 
the Mississippi and the Mid-west with the Pacific and the South- 
west. By 1910 the consolidation process hacT proceeded to the point 
where 96 per cent of the rail business of the country had been con- 
centrated in about 150 companies, each having annual revenues ex- 
ceeding 11,000,000. 

This unfolding of the country's railway system, whether in the 
East or the West, v^as conditioned by physical characteristics of the 
respective pai^^ of the country. In the East the contours of the Ap- 
palachians determined where railroads could be built to carry effi- 
ciently the great volume of commerce with the Middle West. The 
favorable character of the Albany-Isuffalo route, which made the 
Erie Canal so successful, provided the first through rail connection 
to the West in 1842 and an additional right of way for the West 
Shore in 1888. The mountains of Pennsylvania, prohibitive for 
canals, were crossed by one main rail line in 1852, and several sec- 
ondary ones later. Not until 1853 did the Baltimore and Ohio reach 
Wheeling. Twenty years more were needed before -the Chesapeake 
and Ohio penetrated to the Ohio River. The first main-iine cross- 
ing went west from Ashville to Atlanta, Georgia, in 1882, and the 
only other in 1900. 

Just as the relatively level country laf middle and western Ohio, 
Indiana and Illinois provided fertile ground for canal building, 
so it made possible any number of rail lir^s. By the time of the 
western railroad era the population had moved farther west than 
during the canal era, and so the equally favorable profiles of Iowa, 
Wisconsin, and Minnesota, as well as of the tier of states just west 
of the Missouri, provided a railroad builders' paradise. 

The other geographic element in the transportation pattern of 
the Middle West was the presence of three great rivers, the^Ohio, 
the Mississippi, and the Missouri. They continued as water routes 
with steamboats competitive to rail operation, and in addition they 
were wide enough to make bridging by the railroads difficult and 
expensive. The first bridge crossing of the middle Mississippi was 
achieved in 1855, but it was not until 1936 that the opening of the 
Huey Long bridge at New Orleans provided the first crossing below 
Memphis. 

Crossingii of the Missouri and the Ohio were so expensive as to be 
economically possible at only a limited number of points, and the 
commerce across those rivers has always been funneled through a 
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limited number of “gateways/' sjich as Ciiifinnati, Louj^ville, Hen- 
derson, Metropolis, and Cairo on the lower Ohio. This has given 
particular commercial importance to these cities as compared to 
other places along thSse rivers. 

West of the broad Mississippi Valley, it is the great ranges of the 
Rockies, Sierras, and Cascades that have molded the railroad pat- 
tern. Feasible passes are few, and all but the Southern Pacific's 
southern line are forced to a height of more^than 5,000 feet in 
crossing the Rockies within the United States. In^ll there have 
been only seven rail crossings. 

The two western ranges can be crossed more easily; in their north 
and south sections there are* several available passes no higher 
than 3,000 feet, with the Columbia River providing a unique river 
route. But in the middle, the Southern Pacific’s “Overland Route" 
must cross at 8,000 feet in the historic Emigrant Gap route. The 
location of each of these trans-mountain routes has been a con- 
trolling factor in the location of the economic centers of the coun- 
try's mountain «'egions. 

These "hre some of the major topographic factors that have af- 
fected the geographic pattern of the United States railways. The 
Great Lakes too have left their imprint; so has the St. Lawrence 
River. To a lesser degree, the pattern has been influenced by smaller 
mountain ranges such as the Ozarks, smaller rivers such as Hudson 
or Rio Grande, and esyiaries or bays such as the Chesapeake. These 
major and minor factors determine the lines along which railways 
are built; they also affect the way rates are made and the speed 
and other qualities of the service that is offered. As a consequence 
they profoundly influence the specific location of much of the 
country's economic activity. 

Tomography and the modern highway system. The modern high- 
way is influenced far less by topographic factors than is the rail- 
way. For each railway crossing of the Appalachians, there are sev- 
eral main highway crossings, as well as many secondary ones. In 
generally rugged country, where railway construction may be ex- 
pensive, the highway finds far greater opportunities. The railway 
engineer, even in the most mountainous territory, attempts to keep 
to a grade of 2.2 per cent or a 116-foot rise per mile on the worst 
rises. Such a slope is scarcely noticeable on a road. Curmture limi- 
tations, too, are more liberal for a road. 

Compared to the railroad, the highway can go almost anywhere. 
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This is illustrated by the fact that the country’s rural highway sys- 
tem has sonte 3,000,000 i^ute miles:> while the maximum reached by 
the railroads was 250,000 miles. 

The highway, along with the motor vehicle^ can be credited with 
making available more locations for light industry and commerce 
than did the railroad, and with allowing a dispersion of location 
within key regions determined by other factors. 

Transportation Costs: General. One of the critical problems in 
any form of economic activity is the way in ^which the costs of pro- 
ducing goods ^r services are incurred. Costs in the transportation 
field have been subjected to more critical analysis than those in 
other areas. This is partly because pi the publicity given to rail- 
road rates and the general expenses of transportation service; it is 
partly because of the marked difference in the prices charged for 
what seem to be similar services. Prices will be discussed later; here 
some of the bare essentials of the cost problems will €)e analyzed. 

Fixed costs. In the days w^en railroads were expanding and new 
facilities were being built, the capital costs of interest and rentals 
took a very substantial portion of the revenues. At the start facil- 
ities did not secure the volume of traffic that they were designed to 
carry in the long run. The designs may ha^ been extravagant, in the 
sense that they called for greater capijal expenditure than prospec- 
tive revenue in the immediate future would warrant. The result was 
that interest charges appeared as a large fixed cost, which hadjto be 
met by whatever volume of business could in attracted. 

It also appeared that certain of the operating expenses went on, 
regardless of volume of traffic. For instance, certain repairs to track 
and roadway cost little more for five trains a day than for two. 

Such capital charges, together with the repair expenses, consti- 
tuted the so-called fixed costs. They were the costs which could not 
be varied directly with the amount of business or the revenue^ taken 
in. In 1900, taking the railroads of the country as a whole, sta- 
tistics showed that fixed interest and rentals equaled about 20 per 
cent of the revenue of operating companies. Repair costs of track 
and way called for another 14 per cent, a substantial proportion of 
which was considered to be fixed. 

However as tf^railroad system has become mature, the charac- 
ter of the traffic demands has become known. The amount in- 
vested in fiacilities has become closely adjusted to the volume of 
traffic for all %uft branch line types of operMion. This is in part 
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because the heavily traveled lines are built to the highest standards 
and make use of the latest technological acfv/^ances. It is 5lso because 
a permanent management regulates its capital expenditures in ac- 
cordance with traffic anci revenues, whereas the promotional build- 
ers of the earlier days'gave little thought to this relationship. Since 
the fixed interest (^larges are a function of investment, all this 
means that they are more closely related to the volume of traffic 
than was initially the case. 

Furthermore, over tfie years, an increasing share of revenue has 
gone to labor rather than to capital. In 1900 wages r^re equivalent 
to but 39 per cent of revenue; in the half year ending June, 1945, 
they were equivalent to 52 per cent. In turn fixed interest and 
rentals were roughly 20 per cent in 1900 and only 7^ per cent in 
the latter period. 

Variable Costs: General. It has been found that modern adminis- 
trative control iceeps expenses from year to year pretty much in line 
with revenue, which in the short run is an index of volume of 
business. Over the long run, the ratio of expenses to revenue varies 
with changes irf technology, wage requirements, and material costs, 
but in the short run, these are not controlling. From 1900 to 1910, 
the ratio of expenses to revenue did not vary more than 3 per cent, 
in spite of the fact that revejiue increased from $1,500,000,000 to 
$2,800,000,000. Again from 1925 (after the effects of the First 
World War had worn off) to 1940, there was no greater variation 
in the ratio. This was^in spite of variations in revenue from $6,- 
500,000,000 to $3,100,000,000, and back to $4,400,000,000. 

This does not mean that on a lightly traveled branch line busi- 
ness cannot be increased with a less than proportional expenditure, 
but it does suggest that on the densely traveled lines changes in 
volume of business from year to year bring about nearly propor- 
tionate changes in expenses. The lion's share of revenue and ex- 
pense comes from the latter type of line, so that the total picture 
seems to indicate a substantial flexibility of expense under modern 
conditions. 

The implications of this as to pricing are that, unless the added 
business is on branch lines alone or only forgery short periods, 
nearly full costs must be considered in rate making if profits are to 
be preserved. In theoretical terms, this implies that under most 
conditions the difference between marginal cost and at^erage cost 
for regular flows of traffic is not very great. 
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Utilization of vehicle-carrying capacity and Variable costs. What 
has just been said applies to the over-all costs in different broad 
categories. When we get down to the detailed' unit of operation, the 
car, we find that the degree to which a car C3.€' be filled to capacity 
has a great influence on costs per unit of service. A freight car can 
carry but four Ford, Chevrolet, or Plymouth 'passenger automo- 
biles, which means a load of only 6 tons; the same car can carry 50^ 
tons of copper ingots. The cost of handling the car does not vary 
greatly between the two loads, but if the cost is figured on a ton- 
mile unit basisl\he costs are eight times as much for the automo- 
biles as for the copper. 

Coal, which is loaded to 70 and ever! 100 tons per car, provides an 
even greater contrast. The apparently low rates on coal per ton- 
mile are really not low, but may even be high, because coal makes 
such good use of the cars’ carrying capacity. The Jiigh earning 
power of those roads which haul coal alniost exclusively are evi- 
dence of the way that good ufilization of capacity affects costs and 
consequently earnings. o 

A passenger coach which may haul on the average twenty-five 
passengers in ordinary times costs no more to handle than a sleep- 
. ing car hauling on the average only eight passengers. In general 
the cost per passenger-mile is therefore'" in the ratio of 1 to 3. 

In wartime, when people change their travel habits and are will- 
ing to accept less in the way of comfort and privileges, the average 
load of the coach may rise to fifty. There is no appreciable increase 
in costs. The capacity utilization or load factor is increased two- 
fold; the unit cost declines 50 per cent, and if rates remain the 
same, the profits increase correspondingly. 

It was principally the ability to utilize more efficiently the ca- 
pacity of both freight and passenger facilities that enabled the 
railroads to carry the tremendous volume of traffic during the Sec- 
ond World War. For the same reason ton-mile and passenger-mile 
costs went down and earnings up. The reversion to the degree of 
utilization that is acceptable in peacetime in turn reduces the rail- 
road capacity. Other things remaining equal, unit costs increase, 
and profits decrease, * 

The ability to fill up the basic unit is all-important, whether it be 
the car of thg railroad, the ship of the water carrier, or the plane of 
the air lines. In 1940 airplanes were flying with less than 60 per 
cent of their seats occupied. With wartime conditions the utiliza- 
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tion rose to nearly *^0 per cent: costs pe^ passenger-ipile dropped. 
But with the inevitable reduction of the load factor to normal 
peacetime standards, i?:nit costs have risen. 

The implication <ff this for pricing is clearly that any price pat- 
tern which gives an incentive toward better utilization will yield 
important returns^ in profit. For this reason, in part, rates per 100 
pounds for carload lots of commodities are lower than such rates 
for less-than-carload lots. More recently there^has been a tendency 
to introduce rates which are lower per-unit, if a larger number 
of units can be loaded in a car. Truckers have adopted similar 
differentials in their rates. 

Competition between carriers. Development of competition. Two 
basic characteristics have done much to set the competitive eco- 
nomic pattern of the American transportation market. The first, 
arising out the almost continuous technological advances, is that, 
except for the earliest years of its history, the transportation system 
has been made up of one type of transportation superimposed upon 
another or others already operating. The canals came after the ele- 
mentary roads; the steam railroads after the canals, steamboats, and 
turnpikes. The electric street and interurban railways followed the 
railroads. Then the motor vehicle entered the scene, after those two ^ 
types of rail transportatiorf were well established. Finally the air 
carrier appeared. 

The second characteristic is the fact that geographically and eco- 
nomically separate organizations have built up the facilities for 
each type of transportation. The national government did not build 
the early canal system as a whole; rather the several states and 
small private companies individually built up separate sections that 
were to make the whole. 

Likewise with the railroads, literally thousands of separate cor- 
porations built lines in one part of the country or another. Some 
were strictly local lines, others were long, joining one part of the 
country with another. Together they all provided the network over 
which the freight and passenger cars of the country could move, 
once the gauge was standardized in the 1880's. In all there were 
some 150 principal separate companies, each with its own particular 
coverage of the country. 

The consequence of these two characteristics has bee® that, as the 
j^ears have gone on, there has been no basic physical restriction on 
competition in a large share of the transportation market. Since the 



RESTRICflON OF NUMBER OF COMPETING CARRIERS 753 

Civil War, for instance, there have always t)een several separate 
through lines of railroad and many combinations of shorter lines 
providing service between New York and Chicago. There have also 
been a number of steamboat lines on the Giaat Lakes, which have 
connected with Erie Canal carriers or with eastern railroads. More 
recently there have been added to this array hulidreds of individual 
truck carriers and a number of air lines. What may be said for the 
New York-Chicago trade route applies equally to other heavy-vol- 
ume channels of ccTinmerce? In earlier days, ‘'only the more sparsely 
populated or'^bpographically handicapped points were limited to 
single-carrier service. More recently the motor vehicle and airplane 
have provided competition even at these points. 

Restriction of the number of competing carriers. Confronted as 
they were with aggressive competition among themselves, existing 
carriers have continuously endeavored to prevent or restrict new 
competition. Originally they tried to have their charters so drawn 
by state legislatures that no other similiar companies could operate 
in their territory. When this type of obstruction was rendered im- 
possible by the enactment of general incorporation liiws, they 
turned to the acquisition of control over land or river crossings 
essential for the establishment of competitors. 

With the coming of governmental ^regulation of transportation,, 
the pattern for restricting transportation enterprises has in the 
main taken a different form. While such regulation was originally 
intended for the protection of the public "'against discriminatory 
rates and service, the regulatory powers have with time expanded 
to include control over entry into one phase of the transportation 
business after another. 

The Interstate Commerce Commission, established in 1887 as the 
federal regulatory agency for railroads, was given the power in 1920 
to prohibit railroad construction unless it was shown to be necessary 
and in the public interest. Coming as it did, almost a hundred years 
after the first railroads of the country, and after the railroad net- 
work had been well developed extensively and intensively, this 
control was not of wide significance in determining added competi- 
tion. 

However the pattern of the railroad field set a precedent for im- 
posing government certification for entry into the motor carrier in- 
dustry in its early development. Control was adopted first by states 
and then, in 1938, by the federal government. The previously es- 
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tablished carrier, the, railroad, was not the least powerful in the 
advocacy of this restriction. In the motor carrier industi^ the power 
of refusing the right to gnter markets has been used aggressively. As 
a result, the number ^d extent ot operations of firms in the trans- 
portation market have been markedly less than they would have 
been had the entrepreneurs* interest in profit been the sole factor 
in determining whether a new operation should be initiated. 

Existing carriers by 1940 succeeded in getting Interstate Com- 
merce Commission con-trol over the enfery «^of cdhimon carriers into 
domestic water transportation. In 1938 common ca/fier air opera- 
tions had been made subject to similar restrictions applied by a 
separate regulatory agency. Thus by 1940 every firm desiring to 
enter into any area of the general transportation market in inter- 
state commerce, except for petroleum pipe lines, had to obtain a 
certificate to do so from some federal regulatory agency. The certifi- 
cate to enter the markeii* was granted only if it could be demon- 
strated that there was not already sufficient service. The new 
entrant usually had to argue his case against a strong presentation 
by existing carriers. 

This growth of regulation can be attributed mainly to the desire 
of existing carriers to avoid added competition. The results have not 
been too unsatisfactory to them. But no longer can it be said that, if 
the prices and profits of a transportation operation becorrie ab- 
normally high, new entrants (whether operating the same or a new 
type of transportation)^iil automatically be brought into the field 
to reduce such prices and profits. 

Competition in rates; Conditioning factors. The combination of 
technically different forms of transportation and geographically dif- 
ferentiated and independent carrier firms has left a deep imprint 
on the price pattern. These factors were particularly important 
when 4:hat pattern was in its formative stage, between the Civil 
War and 1910. In this period two technically different forms of 
transportation were developed— the railroad and the steamboat. 

As has been indicated, the topography of the country restricted 
the extensive development of the latter. There was a limited num- 
ber of places along the coast where vessels could*find harbors, while 
the usable inland waterways were confined to the larger rivers and 
the Great Lakes. This meant that only few cities could be served 
by both rail and water. In the case of the railroads, there was the 
opportunity for a dense network of lines in the easy terrain of the 
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Middle West. On the other hand, in the hilly and mountainous 
areas of the country, the opportunity for several railroads to gain 
access to a city site was limited. 

Taking these two circumstances into account, shipping points 
could be classified as of three types. There were those having both 
water and rail carriers, those having several rafl carriers, and those 
with but one rail carrier. In general, the existence of competition 
between the two types of transportation made for low rates at tlie 
port, whether river or cJcefo. Where several independent rail car- 
riers tapped t^ same point, rates might also be low, but points 
served by a single railroad and no water carrier tended to have high 
rates. 

Inequalities due to competition. A typical illustration is pro- 
vided by the rates on a particular class of goods in 1910, from St. 
Louis down the Mississippi Valley route to New Qrleans. For the 
322 miles from St. Louis to Memphis, a river port, the rate was 65 
cents per 100 pounds. But the rate to Lula, Mississippi, 47 miles 
further south, without water or alternative railroads, was almost 
twice that to Memphis — $1.17. For the haul 103 miles be^^nd Lula, 
to a second river port, Greenville, Mississippi, the rate was only 90 
cents. To an inland, noncompetitive rail point, 36 miles beyond 
Greenville, the rate was $1.26. Adding 14 miles more to the haul, 
to another inland point, Jackson, which had more than one rail- 
road, the rate was only 98 cents. Under the yransportation handicap 
thus imposed on single-carrier points, it is not surprising that in 
none of them had the population grown to over 2,500, whereas the 
lower rate sites all had populations of over 10,000. 

A second illustation is provided by the rates effective at about 
the same time on the central transcontinental route. From the port 
of New York to the port of San Francisco, the rate on a certap class 
of goods was $3.00. But for a haul shorter by 246 miles — from New 
York to Reno, an inland point with one railroad — the correspond- 
ing rate was $4.29. 

By contrast, in an area like Indiana, where water transportation 
to the East was ncft significant and railroads were both plentiful 
and cheap to build, there quickly developed a rate scale, uniformly 
increasing with distance, applicable for all points to and from New 
York. For the sake of simplicity, as well as to equalize commercial 
opportunity for near-by places, individual rates were not quoted 
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for each station, but** small districts were defined, and all points 
within those districts took the same rate. 

Competitive equalization of rates. While the pressure of competi- 
tion could cause inecyaalities in rates for equivalent distances, it 
could also equalize rates for considerable variations in length of 
haul. In 1879 the Louisville and Nashville was the only carrier 
leading out of Cincinnati and Louisville to Atlanta. The rate on 
certain items for the 475 miles from Cincinnati to Atlanta was 
$1.39 and on the same Items from LouSvifle to Atlanta, 451 miles, 
it was $1.19. A year later, after a second railroad ^s built south 
from Cincinnati to independent connections with Atlanta, the $1.39 
rate dropped to $1.19. With competing railroads, the two Ohio 
River cities were given equal opportunity ratewise in Atlanta in 
spite of the difference in distance. Had there always remained a 
single railroad having sole control of the service south of the Ohio, 
Cincinnati would always'' have had to pay a price for its 24-mile 
greater distance to the southern markel:. 

Geography aqd rate competition. The varying geographic cover- 
age of the,.separate railroads, together with alternate sources of pro- 
duction within the country, has developed competitive forces that 
account for other aspect^ of the rate pattern. As a result of the 
way railroad companies have grown up in this country, we find that 
no company serving the North Atlantic states extends west of the 
Missi^ippi cities or south of Virginia. None serving the Pacific 
Coast or Rocky Mountain area reaches east of the Chicago area or 
the southern Mississippi cities. This is in contrast with the possibil- 
ity that the country might have been served by several competing 
roads, each covering the whole country. In turn particular commod- 
ities are usually produced in several parts of the country and are 
sent to numerous destinations. The relation between the location of 
these cJ^'igins and destinations and the geographical pattern of in- 
dividual railroads has a strong influence on the making of rates. 

The relation of certain key rates on orange traffic illustrates how 
the actual arrangement of roads, in conjunction with alternative 
sources of production, molds the rate pattern. The production of 
oranges started in Florida. To reach the big luSrthern markets, of 
which New York and Chicago may be taken as representative, the 
railroads of the South joined with those of the East make 
through rates. In 1907 it cost 75.5 cents to send a box of oranges 
from a typical shipping point in Florida to New York, a distance 
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of 1,242 miles. The presence of coastwise water carriers operating 
from Florida ports to llew York had its effect in keeping the rail 
rates, on the railroads parallel to the coast^ lower than they might 
otherwise have been. 

As the California orange production developed, the western rail- 
roads were intejested in stimulating its increast, in order to make a 
profit out of hauling oranges to the big eastern markets. The rates 
could not be too far out of line with rates from Florida, althougii 
the difference in seasons between Florida amd California provided 
a degree of h%ulation with respect to producer competition. But 
from California it was 2,265 miles to Chicago and 3,149 to New 
York, instead of the 1,200- to l,40G-mile distance separating these 
cities from the South. 



Fig. 42. freight rates on a box of oranges from California and 
FLORIDA to certain CITIES, 1907 


Nevertheless the western roads set a rate to Chicago of only 
82.8 cents a box for a slightly smaller box than the Florida one. 
Those railroads m^t Florida competition in Chicago. By agreement 
with the eastern roads, the rate of 82.8 cents was made to apply also 
to the Nej/ York terminal 900-odd miles farther on. This did not 
meet the southern competition as well in New York as in Chicago 
but it was better than if something were added to the price for 





758 TRANSPORTATION 

the extra mileage. Foi; nearer towns such as Omaha and Denver, the 
western roads still charged a rate^of 82.8 ce£ts in spite of the shorter 
haul, because the soutjjern roads by themselves could not make 
competitive rates to tljpse points. 

Thus as shown in Figure 42, we have over half the country being 
given the same rate jFrom California on oranges, with the difference 
of 2,000 miles of hauling disregarded in the price of transportation 
service. Again had carriers, each having country-wide coverage, 
been making these rates, distance would n®t have been disregarded 
in this fashion. 

Conclusions. It can be seen that geographic and technical factors 
have made for an irregular iijnpact of competition on prices for 
transportation service. The charge that railroads are naturally mo- 
nopolistic can hardly be supported in a country-wide sense, though 
it did apply for many small towns or in topographically difficult 
areas. Clearly, m those cases where a single carrier felt that it had 
control over shipping from a particular point which could not be 
easily challenged, that carrier acted monopolistically. Because of 
this, business preferred (opportunity allowing and other things 
being equal) to choose multiple-carrier points for location, and as a 
result, industrial and commercial population has tended to concen- 
trate at those points. The consequence is that the most industry and 
traffic is carried on under conditions where competition, unless arti- 
ficially restricted, is naturally present. 

Specific rate determination: Bargaining of shippers. During the 
period when the rate pattern was being established, an important 
nongeographic force in shaping rates was the stronger bargaining 
power of the large shippers compared to that of the small ones. 
Aside from any economies of handling large-volume shipments, the 
bigger shipper was able to bring pressure to bear on the railroads 
for thoplowest possible rates. Such a shipper was frequently located 
at multiple-carrier points, where he could play one railroad off 
against another to get preferred rates. Losing his business might 
mean significant losses to any one carrier. In addition such a ship- 
per often had connections with carrier managements or boards of 
directors, which could be used to obtain preferential treatment. By 
contrast, an individual who made a single shipment in a year, or 
a small businessman whose share of the traffic might be a '‘drop in 
the bucket'* compared to the total, could bring little bargaining 
power to bear on a rate issue. 
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‘'Class rates.” One result of this was the creation of two types of 
pricing for^ireight serviie. One type was for the freight of infinite 
variety coming from the many relatively sn^all shippers. Every kind 
of freight was listed in a class, in respect to ^hich class a particular 
rate could be quoted between any two points. Technically the rates 
used in this connection were known as “class r^tes. 

In the early days each railroad set up its own classification and its 
own class rates, but by the turn of the century there was unificaticwi 
classwise within each of three broad regions. These not unnatu- 
rally fell into'^ie geographic pattern of the railroads already men- 
tioned. There was the eastern or “Official” region, including the 
railroads north of Virginia and the Qhio and east of the Mississippi 
and Chicago. The “Southern” region extended south from the 
“Official,” and the “Western” region covered the area to the west o£ 
the other two. 

In general items with great bulk for •their weight, those with 
high value, or those with a tendency to break, were put in the classes 
taking the higher rates.i* Dense, low-value, and hard-to-damage 
articles were put in those taking lower rates. To the extent that 
value was a determinant of the class, there was clearly a monopolis- 
tic factor involved in the market for which these rates were de- 
signed. 

The class rates were made with reference to smaller regions than 
the classifications. The “Eastern” area was divided into lhre€ sub- 
regions: New England; “Trunk Line,” west ®f that to a line through 
Buffalo and Pittsburgh; and “Central” for the rest. The “West’" had 
a “Southwestern” subdivision applying south of Kansas and mid- 
Missouri and east of the Rockies, a “Western Trunk Line,” nprth 
of there and east of the Rockies, and several further subdivisions in 
the area west from the Rockies. In the South there were not such 
marked subgroups. (See Figure 43, page 761.) 

“Commodity rates.” The second type of prices quoted for freight 
transportation were the so-called “commodity rates.” These usually 
applied to carload lots, though they were not uncommon for 
smaller shipments. The rates were established separately for each 
of the many particular commodities which moved in substantial 
volume over regular channels. Coal, lumber, wool, ammunition, 
cotton piece goods, etc., moved under such commodity rates. 

Commo3ity rates were lower than the class rates for similar serv- 
ice. The orange rates previously discussed were of this type. There 
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was no classification pf commodities, because each was given par- 
ticular rates over the routes along which it was usuall/ offered for 
transportation. 

With this individual tjreatment, it was possible to adjust rates to 
the varying patterns of production and market location, as well as 
of the carrier comp^ition illustrated above. Thus each commodity 
had its own unique rate: structure. These over-all structures knew 
no regional boundaries, but covered as much of the country as was 
affected by the regular ^ow of the partieul^ar commodities. In prac- 
tice an increasing proportion of the traffic has beet/^carried under 
commodity or similar rates, so that currently they apply to roughly 
nine-tenths of railroad fr eight. ^ 

Rate discrimination. The differences in treatment of large and 
small business went still further in the earlier days. In the 1870's 
and 1880’s, large corporations and even more comprehensive busi- 
ness organizations were de^veloping rapidly and exerting their power 
generally in economic affairs. It was « in the transportation field 
that big business made i ts most spectacular impact through bring- 
ing pressure to bear on rates. 

One of the most startling examples appeared in connection with 
the Standard Oil scandals^ In this case it was found that the com- 
pany was granted refunds below published rates, called rebates, 
which its competitors were not granted. Further the railroads had 
to pay to„ Standard specified amounts for each barrel of oil carried 
for competing oil comi^linies. This represented the extreme in dis- 
crimination between shippers. Discrimination of lesser sorts was not 
unusual and was a part of the early rate pattern. 

Rate determination: Initiation of a rate change. Thus far rates 
have been considered as being impersonally set by an interplay 
of inanimate forces. Actually rates are made by individuals, who are 
officials of the firms in the transportation business. If a shipper or 
the representatives of a locality want a rate changed or a new one 
created, they discuss the matter with some local representative of 
the carrier in its traffic department. This representative's considera- 
tion of the request is subject to the review of the higher officials of 
the department. They are likely to tonsider the fimount of tonnage 
and revenue that may he attracted to the company, the bargaining 
strength of the shipper, the effect on other shippers of similar or re- 
lated commodities, the relation to costs, as well as the reactions of 
other carriers. 
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Railroad rate associations. Quite early in the history o£ railroads, 
regional associations were established to consider common interests 
ot competitors in rate making. The officials-iof different companies, 
as members of these associations, attempted t(% agree on certain lim- 
itations on the freedom of the rate-making process. They wanted 
to avoid the extreme rate-cutting of the 1870’s atid 1880's by certain 
carriers which, for short periods, had forced rates far below the im- 
mediate expenses of operation. Another objective of the early 
associations was to pre^^ent undercutting <?f rates by billing the 
shipper for les^eight of freight than he actually loaded. Impartial 
weighing by association representatives provided a check on that 
Further it was less complicated and* probably more economical to 
have a single agency publish rates for all the carriers in an area, 
rathej than for each to publish its own. 



Fig, 43. territories of regional railroad rate associations in 
THE united states 


llie geographic pattern of the associations followed the contours 
laid out by coverage of the typical railroads in the various parts of 
the country, the areas being similar to those laid out for the class 
rate pattej^n. (Figure 43.) 

Because of the early difficulties in enforcing compliance with the 
limitations imposed by the associations, the terms of association 
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were made as binding as possible. In particular a member railroad 
had to agree to abide by a decisfton as to #hat rate shcfuld be pub- 
lished. After the passag|of the Sherman Antitrust Act of 1890, such 
compulsion on individual carriers was held illegal. 

To meet this, the associations changed their requirements, so that 
their members mei'( 4 ly had to agree, before publishing competitive 
rates, to submit these rates for consideration by the associations. 
This provision has remained in effect to the present. 

The consideration under the modifieti sftrrangements may in case 
of controversial rate proposals involve a lengthy pja^edure. First a 
subcommittee may hear the arguments; then an appeal may be 
taken to a higher committee. •From there several further appeals 
are possible. Finally an individual carrier may go its own way 
contrary to the association. During the procedure a carrier’s imme- 
diate competitors can vote several times with respect to its rates 
and have ampft opportunity .to use informal persuasion against its 
proposed action. 

All this creates a*general atmosphere of uniformity, of ‘'keeping 
m line.” Independent action — the name applied to the final step of 
a company in going ahead and publishing rates not favorably voted 
upon by the association — ts likely to be frowned upon. The associa- 
tion rests on the principle that “you must in some manner have a 
meeting of minds as to what the rates shall be,” ^ rather than stress- 
ing the idea that each company has the potential right to make the 
rates it considers fit and profitable. 

Clearly this involves a distinct deviation from the process of 
pricing as it is assumed in the theory of pure competition or even 
imperfect competition. Instead of carriers being perfectly free to 
make the price decisions which they feel to be for their individual 
benefit, the pricing process may be delayed while it is subjected to 
association procedure. Individual interest is subordinated to that 
of the group, or even to that of its stronger members. Such subordi- 
nation may restrain a low-cost or aggressive firm from pricing so as 
to get the maximum share of business, as well as restricting experi- 
mentation or innovation in pricing. 

Government regulation of particular rates. Tlie results ratewise 
of the variations in competitive forces and bargaining power, 
which have been discussed, led to steps toward governm^t regula- 

1 Interstate Commerce Commission Reports. Washington: Government Print- 
ing Office, 1923. Vol. 17 , p, 271. 



GOVERNlllENT REGULATION OF PARTICULAR RATES 763 

tion of transportation in the 1870’s and 188(Ks. Added to these re- 
sults was the evidence tl'lat the railroads were attempting to reduce 
over-all competition by pooling agreements^ to apportion traffic, by 
the rate associations, which would rigidly b%id individual carriers 
to any rate agreed on by the group, and by overt combinations of 
competing carriers. 

The managers and others interested in railroads fought against 
government regulation in the legislative halls of the country. Th€y 
also engaged in long-di^wh-out attempts to emasculate the laws 
through court^roceedings. The overwhelming pressure for regula- 
tion came largely from the western sf^ates, through farm organiza- 
tions and crusading representatives of the people of those states. 

The cornerstone to an effective regulatory structure was laid in 
1887 with the passage by Congress of the '‘Act to Regulate Com- 
merce'’ and the creation thereby of the Interstate Commerce Com- 
mission. 

The interstate commerce "^ct laid down four fundamental rules 
for control of rates by the commission, though it took over twenty 
years of litigation and modification of the law before th^t control 
could be said to be reasonably effective. 

The first rule was taken over from the old common-law prin- 
ciples. These had applied rather ineffectively to common carriers, 
which were those holding themselves out generally to the public as 
providing transportation service. This rule was that charges should 
be reasonable and just, and that unreasonBble and unjust charges 
were unlawful. 

The second rule made it unlawful for one person to be charged 
differently from another for a like service. The wrong committed 
in violating this rule was designated unjust discrimination. 

The third rule declared that it was unlawful for a carrier to give 
undue preference to any person or locality or type of traffi-s or, in 
reverse words, to subject any of them to undue prejudice. 

The fourth rule was the so-called long-and-shortdiaul clause. It 
recpiired that the regulatory body had to approve the cases where a 
railroad wished to charge more for the haul over a short distance 
than it did over a*longer distance which included the shorter. 

These four rules became the bases for the regulation of individ- 
ual rates i^)r the railroads. With the addition that companies must 
adhere to published rates, these rules remain the core of rate con- 
trol today. Furthermore with the exception of the fourth, they 
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have been carried ova: into the regulation p£ other typc^ of carriers 
which have come under government control. 

The purpose of the mles was to limit the irregular contours in 
the rate pattern arising out of the unevenness of competitive forces. 
They were to protect weaker shippers or noncompetitive localities. 
In practice these rifles resulted in the elimination of rebates and 
of deviations from published rates. They helped put the small one- 
carrier town in a better position with respect tq rates. 

But there still are important deviations from eqiiahty of rates for 
equal mileage and other conditions. This is becaus^ the regulatory 
bodies have allowed the carriers with different geographic patterns 
to make rates profitable for theh particular coverage of the country. 
It is also because competition between different types of carriers and 
different localities has been permitted to continue its influence. 

General levqj. of rates: Government regulation: Before 1920. 
While the original approach of government regulation was directed 
at particular rate reiationships, review of railroad-proposed over-all 
rate changes inevitably forced consideration of total revenue and 
profits. 


The first instance of this aspect of regulation occurred in 1911, 
when the railroads proposed general increases. They were denied by 
the Commission on the grounds that current earnings were higher 
than ever before, and that the necessity of the increases had not 


really^becn demonstrated. Later, in 1914 and 1915, some small in- 
creases were approved, and in 1917 a general 15 per cent increase 
was allow^ed. 


From then till 1920 the general responsibility for rates fell upon 
the United States Railroad Administration, which had taken over 
the railroads during the war. In this interim period increases aver- 
aged 28 per cent and 18 per cent, respectively, on average freight 
and pa'Ssenger charges. Basic passenger fares reached a level of 3 
cents per mile. 

The 1920 rule. In 1920 the legislation dealing particularly with 
the regulation of these over-all levels was passed by Congress. In 
this area a complete break was made from the old approach of con- 
trol aimed at restraining discrimination and unreasonableness. The 
regulatory body was given a responsibility to see that rates were 
so set that the railroads, as a whole or by groups, would f^arn a fair 
return. This was hailed as a great advance in rate making. 

Ancillary provisions were that the issuance of securities should be 
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subject to check, and that consolidations of railroads should be fos- 
tered by dfe Interstate tommerce^ Commission. The latter notion 
was carried even to the point of suggestinj^ that strong roads take 
over small weaker ones. New lines, whicb^ might upset earning 
power, were not to be built without authority from the Commis- 
sion. 

Most drastic was the provision that a proportion of earnings 
above a fixed amount could be taken away by the government. This 
procedure was technically called “recapture.*^ The funds so collected 
were to be disi!^rsed for the benefit of weak roads. 

Under the new rule immediate increases, varying from 25 to 40 
per cent, were granted in freight rates in response to peak wages 
and prices. The highest increase was for the East, which obtained 
40 per cent, and the lowest for the South — 25 per cent. Basic pas- 
senger fares for the whole country were increased 20 per cent, to 
3.6 cents a mile. With the wage and pMce declin'es of 1922, the 
trend as to freight rates was reversed, the Commission on its own 
initiative lowering rates to the extent of 10 per cent. 

The next over-all rate-level consideration did not comj^ for nine 
years. In 1931 the railroads asked for a general increase of 15 per 
cent in rates, to make up for the revenue»decline of the depression. 
In response to this, the Commission allowed small increases equiva- 
lent on the average to 2i/2 per cent. With the prices of all other 
items in the economy falling greatly, even these increa^ s«emed 
questionable to many, including some railr<?ad officers. There was a 
real possibility of the railroads pricing themselves out of the trans- 
portation market, by moving their prices upward when other prices 
were being drastically lowered. 

By 1933 it became clear that no regulatory body could, by control 
of the general rate level, insure that total revenue could be kept 
up sufficiently in all phases of the cycle. Doubts had developed 
earlier in connection with passenger fares, which had been allowed 
to remain at the basic level of 3.6 cents a mile since 1920. Even in 
good times such a fare could not guarantee that the railroads could 
hold traffic against the alternatives of the private automobile and 
the bus. 

As to insuring a fair return, it became evident not only that 
revenue cguld not be maintained, but also that costs were beyond 
effective control by the Commission. Labor prices had risen during 
the 1920’s, and in the 1930's the possibilities of reductions in im» 
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portant classification^ of workers proved limited. Responsibility for 
managerial efficiency and servfce standaifis, both important ele- 
ments of cost, could not^tie assumed effectively by a regulatory body. 

With respect to recapturing excess earnings, even in good times, 
it developed that the possibility of long-drawn-out litigation and 
the ease of increasing legitimate expenses made recapture imprac- 
tical. 

^ All in all, thirteen yeairs of experience with the 1920 rule of rate- 
making demonstrated that it was thorcmghly unworkable. 

The 193S rule. In 19nS a new rule of general a^te-making was 
incorporated in the law, whfch was also to set the standard for the 
regulatory provisions for motoj: carriers in 1938 and air carriers in 
1940. The regulatory bodies were required to consider rates in rela- 
tion to three things. Onis was the effect of rates on the movement 
of traffic, another was the relationship of rates to the need of fur- 
nishing adequate service '^at ^he lowest cost, still another was the 
effect of rates on the revenues needed to provide such service. These 
were far less rigid tfian the earlier requirements; in fact they were 
merely guideposts. But in spite of this, the hazards and difficulties 
of general rate-level regulation have not been lessened. 

Following the change i the law for the railroads, further general 
increases were requested. In 1«935, 4 per cent more was granted on 
an emergency basis for a, short period. In 1938, a 10 per cent gen- 
eral raise.. was authorized, with but half that amount allow’^ed on 
agricultural and forest products, and still less on coal. The second 
great war period saw ar. initial increase, with no further changes 
until the postwar reconversion. Then the loss of wartime revenues, 
combined with increasing labor and material costs, badly unbal- 
anced the financial structure of the railroads. 

Historical review of general rate levels. The history of the gen- 
eral railroad rate-level from 1889 to the present provides an inter- 
esting summary of the n^sults of the interplay of all factors — labor 
and material prices, improving techniques, competition, and regula- 
tion, The average gross revenues per ton-mile and per passenger- 
mile are the available indexes of the general levels. 

Freight revenue per tc>n-mile, after a rather sfiarp decline in the 
1890’s, varied narrowly around an average of 75 cents from 1898 to 
1917. The First World War brought a rise in wages and cypher prices 
that was followed by an increase in revenue bringing the average 
up to a little over $1.25. From this peak there was a gradual reduc- 
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tion each year through the good times of the 1520^s into the decline 
of the early %930’s, until Ihe level ol $1.05 was reached in 1932. 

From 1932 to 1934 there was a more marked drop to 99 cents. 
The decline was halted temporarily by rate 4ncreases in 1935 and 
1936, but 1937 saw a further decline to 95 cents. The 1938 general 
rate increases pushed the average back to the^ 1934 level, but by 
1940 individual reductions brought it to 95 cents again; around this 
level it varied only slightly down to 1945. 

Passenger revenue pePmile were subject to less marked changes 
over their hist^y. The averages include commuter revenue at re- 
duced rates, as well as that from ail dther passenger service. The 
2-cent average level was adhered to dosely from 1890 to 1918. The 
First World War saw a rise to 3 cents. A slow decline followed, dur- 
ing the 1920’s, to 2.8 cents in 1929. A rapid drop from 1930 to 1936 
brought it below the early level to 1.8 cents. Since then the average 
has varied narrowly around 1.8 cents^ 

The various forms of transporation at present. The basic ele- 
ments in the economics of transportation have’ been discussed pri- 
marily as they appear in the field of railroad transportation, be- 
cause here a long history provides the most available material and 
shows most factors at work. The modeyn transportation system, 
however, comprises far more than railroads alone. While they were 
operating over 240,000-odd miles of line in 1946, scheduled air 
carriers were flying over routes totaling 57,000 miles. Intjstcity bus 
lines were providing service over more thar? 1 million miles of the 
highway system. The highway system in turn was more than ten 
times the length of the railroads. Its main function was to provide, 
not for public carriers, but rather for the private traffic of ^ the 
automobile or truck not operated for hire. In addition there was a 
network of pipe lines extending over more than 100,000 miles, be- 
sides inland waterways, over nine feet in depth, extending over 
about 10,000 miles. 

The capital invested in these facilities provides another index of 
the composition of the transportation system The figures just be- 
fore the Second World War were in the neighborhood of 20 billion 
dollars for the railroads. Valuation of highways is most difficult 
because suitable accounting for capital expenditures is not carried 
out. It is probable that the value is slightly less than that of the 
railroads. To this however must be added highway vehicles to the 
amount of approximately 11 billion dollars. Waterway facilities 
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would account for soine 5 billions more, and air and pipe-line trans- 
portation for at least 500 millibn dollars teach. 

As regards passenger^ travel in peacetime, roughly eight-tenths is 
by private automobilg, something over one-tenth by rail, with the 
remainder distributed among the other types. The airway portion 
is rising rapidly, bu# it is still less than one-tenth of that carried by 
the railroads. 

^ Freight service as measured in ton-miles is divided roughly into 
two-thirds rail, one-fifth water, and the*'reJt pipe line and highway. 
The water portion reaches that magnitude becai^e of the large 
traffic in coal and iron ore oi^ the Great Lakes and the coastal traffic 
in coal and petroleum produces. 

In terms of dollars annually spent for these services in a peace- 
time year such as 1940, highway transportation accounted for the 
lion's share, probably of the magnitude of 10 billion dollars. The 
railroads took 1.4 billions^; th$ remaining carriers added up roughly 
to another 2 billions. These figures may be compared with a na- 
tional income at that time of just under 80 billion dollars. The crea- 
tion of place utility comprises an important segment of the total 
economy. 



CHAPTER XXXVIl 


Government Regulation of Industry and Trade 

Introduction. In a sy^tein o£ free enterprise the results of the 
activities of th^e engaged in production come, as we have seen, not 
from central planning, but in an apparently accidental fashion from 
a multitude of independent and eeemingly uncoordinated decis- 
ions of entrepreneurs motivated by the desire for profits. Actually 
these decisions are coordinated by market prices which guide indi- 
vidual businessmen in their decisions. Indeed private enterprise 
rests on the principle that market prices, influenced by the de- 
mands of consumers for various goods, by the relative costs of 
producing goods, and by competition of business ^enterprises, pro- 
vide a workable automatic regulation of economic activity. 

Although competition and competitive price are thus relied upon 
generally to ensure efficiency in production and prices in equilib- 
rium with costs, it has long been recognized that in some businesses 
competition is self-destructive and leads naturally to monopoly, and 
that in certain other situations business activity, restraint only by 
competitive price, produces results injurious to the interests of 
society. There are differences of opinion as to the appropriateness 
of government regulation in certain cases and as to the nature of 
the controls that should be applied, but the necessity of government 
regulation in some parts of the economy, as an adjunct to the auto- 
matic control of competitive price, has been generally accepted. 

Types of government regulation. Government regulation of busi- 
ness has been imposed for various reasons, and with correspondingly 
various aims. Excluding agricultural, railroad, and public utility 
regulation, we find that American business regulation to date may 
be divided into four main categories. 

The first main rd?ison for government interference in business has 
been the belief that the vigor of competition has been reduced and 
the character of competition modified by certain changes in the 
economy. The principal changes referred to are structural in char- 
acter. 
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One change invol’wes the rise of very large-scale business enter- 
prises, through simple growth of through lombination/or mergers, 
with the result that m^y industries are dominated by a few large 
sellers. Such concentr^ion of market control may not only tend to 
limit economic opportunity for most individuals, but may also re- 
sult in modifying t?he character of business competition and the 
functioning of the price system. 

An associated sort of development which may affect competition 
involves the growth of certain types of tfehavior among business- 
men, both in highly concentrated and in less concentrated indus- 
tries. One such procedure is^the adoption of various techniques or 
conventions to limit or control price competition. Thus collusive 
agreements to fix prices and share markets have become increasingly 
common since the close of the Civil War, and there has been ^ sim- 
ilar development of less formal means of controlling price, includ- 
ing price leadership by*' the^^ principal firm in an industry and 
mutual filing of pr:^ce information in frade associations. 

A compleme^itary development is the tendency to replace em- 
phasis orr competitive price by emphasis on competition in the 
form of product development, advertising, and other sales promo- 
tion. Such developments^ have an effect similar to that of con- 
centration of market control, in that they modify the character 
of competition and the sort of automatic regulation which com- 
petition^nposes on th^ economy. Modifications of this sort have 
been popularly suspected or disliked, and characterized as being 
generally ''monopolistic” in character. 

These tendencies within the American economy have given rise 
to the first main type of regulation, which attempts to facilitate, 
reinvigorate, or enforce competition. Such regulation has in general 
appro^hed this end, either by attempting to limit the degree of 
concentration in industries, or by declaring illegal those agree- 
ments and similar devices which business firms adopt in order to 
limit competition. The policy of the United States Government 
in this regard is embodied principally in the Sherman act, the 
basic antitrust law passed by Congress in 1890.** This act has been 
supplemented in a degree by provisions of the Clayton act and the 
Federal Trade Commission Act, both passed in 1914. Together the 
antitrust laws are designed to place some controls on concentration 
and to outlaw collusive agreements which are "in restraint of 
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trade/’ Antitrust regulation has traditionally t?een the major aspect 
of the regulation of bus%iess in the United States. 

A second ground for governmental interference in business has 
been the desire to eliminate or control certain by-products of the 
competitive process. The concern here has been not with the lack 
of competition, but with the fact that competition in certain in- 
stances involves questionable practices which tend to be injurious 
to consumers or to the legitimate interests of other competitor^'. 
These difficulties have given rise to a second^sort of regulation, con- 
cerned with e%|;ablishing a satisfactory “plane” of competition, 
through protecting competitors from ^rtain tactics and consumers 
from misrepresentation and from injurious products. 

A third ground for governmental regulation is more or less an 
antithesis of the first one mentioned. That is, regulation has been 
resorted to in order to restrain or control business competition 
which has become “too vigorous.” 

Legal restraint of competition has not ordinarily been applied 
directly in the interest of consumers or of the'^general public, but 
rather to protect business firms from losses or insuiiicient profits to 
which allegedly destructive competition gives rise. It is argued, how- 
ever — at least by the parties seeking relief from competition — that 
such restraints are necessary in the public interest, either to pre- 
serve a long-run supply of the commodities involved, or to prevent 
the monopolization of the industry. 

A fourth ground for governmental interfe'ence in business opera- 
tions has been certain tendencies in the financing of large ent^. 
prises and in the marketing of corporate securities, thought to be 
operating to the disadvantage of investors in corporate stocks and 
bonds. These tendencies appeared to be acute in the great depres- 
sion from 1929 to 1933 and gave rise to the passage of the securities 
acts of 1933 and 1934 and a public utility holding compan'«^ act in 
1935. 

The securities acts regulate the conditions under which new se- 
curities may be offered by corporations and also provide regulations 
for the operations of the stock exchanges through which such secur- 
ities are ordinarii)^ traded. 

The public utility holding company act limits the conditions 
under which electric and gas public utility firms may be combined 
through the device of the holding company. It was designed to dis- 
courage such financial amalgamations where there was no sound 
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technological basis fo^r combination, and where financial manipula- 
tions might therefore be suspected. 

If we ignore the multitude of wartime controls, tlie lour sorts of 
regulation here discussecl encompass the majority of American legis- 
lative and administrative efforts to control the operation of busi- 
ness enterprise. Th^re are other issues, however, which have given 
rise to proposals for additional regulation, and these also must 
fee taken into account. Thus the separation of ownership from con- 
trol in large corporations and the alleged restrictive effects of the 
patent law on the freedom of competition are fr^uently cited as 
problems. 

Anti-trust laws: The j^robleigi. The main facet of American pub- 
lic policy toward industrjy is embodied in the antitrust laws, which 
are aimed in general at maintaining a desirable degree of competi- 
tion by preventing (1) “monopolization” and (2) “restraTht of 
trade.” Since tfie basic l^^ws under which this policy is carried out 
were passed in 1890 and in 1914, it is a policy of long standing and 
with an extensive history. 

The probleiil of competition is not necessarily unchanging 
through time, nor was it conceived, in 1900 for example, in the 
same terms as those in wydi we now understand it. The movement 
toward passage of antitijust legislation received its stimulus in the 
growth of large industrial enterprises and railroads after the Civil 
War an4^in the resulting popular agrarian suspicion of the “mo- 
nopolists” and financiers of the eastern seaboard. The principal 
.s^aanifestations of this concentration are found first in the formation 
of pools and secondly of trusts and holding companies. 

A pool is an agreement of independent producers, whereby their 
freedom of action in respect to certain matters is surrendered to a 
representative committee or to the group acting as a whole. A trust, 
techni<?ally defined, consists of the creation of a board of trustees to 
which are transferred tli.e shares of stock in the several companies, 
together with the assignment of voting power. In return, the former 
holders of the stock receive trust certificates, which give the holders 
a proportionate share of the joint net earnings of all the stock held 
in trust. Since the trusu^es hold a controlling immber of shares of 
stock in each company, they are able to elect the several boards of 
directors and thus attain uniformity of policy and action.^ The 

^ It will be noted that the term '‘trust” is used in two senses. From a technical 
viewpoint a trust is the form of combination here described, but the use of the 
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liolding company, which involves outright ownership by one cor- 
poration of%tock in one*^or more ether corporations, was the com- 
mon legal device employed in combining several competing enter- 
prises into a single one. 

Between 1880 and 1905, combinations were formed at such a 
rapid rate and affected so much of American ^industry as to con- 
stitute a real “merger movement,’’ which aroused popular appre- 
hension lest there was coming a degree of concentration approaefr- 
ing monopoly that 'would result in excessive prices to buyers and 
excessive profit?^|:o sellers. It was also feared that small competitors 
would be driven to the wall by the power of the large combines. Ex- 
perience during the thirty years following 1880 provided consider- 
able grounds for these fears. Thus the early conception of the 
problem of effective competition was phrased largely in terms of the 
dangS’s of monopolization to consumers and to small businessmen. 
The problem was correspondingly copceived as one of preventing 
trusts and other agreements restraining competition. 

In later years it has been recognized that concentration is now a 
historical fact and one unlikely to be seriously disturbed by feasible 
regulatory measures. Hence attention has been shifted largely from 
the issue of whether or not business should be concentrated to an 
examination of how competition operates in various sorts of con- 
centrated industries. 

It is recognized that, where concentration has proceed^ ^ the 
point of only a few sellers, there may be th^ possibility of charging 
monopoly prices and reduction of the opportunities for small busi^ 
ness. It is also apparent that the restriction of competition which 
gives rise to these results may be implemented by collusive agree- 
ments or similar conventions among sellers, although whether the 
tendency to collusion is of such a character that it can really be 
checked by legal means is doubted by many observers. In acMition, 
it is recognized that the increasing importance of competition by 
other means than price changes, and the phenomenon of price in- 
flexibility, may constitute serious problems. 

The sellers in certain industries producing consumers’ goods, 
although they absfein from active price rivalry, compete rather 
actively by developing or varying their products, advertising them, 
and incre^ing expenditures on distribution and sales promotion, 

term to describe any monopolistic combination whether in the form of trust or 
otherwise is too deeply imbedded in our language and thought to he rejected. 
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This has tended to r^ise selling costs or, in other words, to increase 
the proportion of productive resources def/oted to selKng and dis- 
tribution. 

In general, sellers i^ concentrated industries have also frequently 
refrained from changing their prices in response to fluctuations in 
demand or cost of ^production. When such price policies become 
widespread, the price sysjtem may function less effectively in adjust- 
mg industry to changingi economic conditions. Furthermore indus- 
trial price inflexibility ppts a heavy strain on the agricultural sector 
of the economy, when agricultural prices, which are^^rdinarily quite 
flexible, decline precipitately^ during periods of business depression. 

The old-fashioned siijiple problem of monopolistic or concen- 
trated industry has thus become a complex problem of price policies 
and price behavior in concentrated markets. This situation is 
further complicated by the fact that, among industries where either 
concentration m collusive restraint of competition or both are 
problems, there are several distinguishable categories, which show 
important differences in type of competition and in the price results 
of competition. 

Provisions of the antitrust laws. The problem of regulating, fa- 
cilitating, or redirecting competition has always been as complex 
as it is now, and it was implicitly so when the Sherman Act was 
passed in 1890 and when its supplements were enacted in 1914. But 
the fidlii^gmpiexity was not then generally recognized. 

The popular oversinlfdification of the problem is revealed in the 
-Sherman Act, the substantive provisions of which are: first, that 
any contracts or agreements “in restraint of trade” are declared 
illegal, and second, that “monopolizing” or “attempting to monop- 
olize” an industry is illegal. The Clayton Act of 1914 continued in 
this tradition by prohibiting certain particular devices or forms of 
activity which might tend to foster monopolization or substantially 
to lessen competition. T’he Federal Trade Commission, an admin- 
istrative body, in addition to enforcing the provisions of the Clay- 
ton Act through investigation and through issuing cease and desist 
orders, was given the additional power to prevent “unfair” methods 
of competition, includiijg restraints of trade. Thus, the basic Sher- 
man Act and its two supplements were written in simple, broad, 
and general terms whicn reflected a very simplified conception of 
the problem of business competition. 

The effects upon the character of competition, which have re- 
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suited from a public policy based on these faws, have obviously 
been influenced by the 4rafting, content, and judicial interpreta- 
tion o£ the basic acts. Relying principally on the Sherman Act, the 
federal government has been able to take two^sorts of action. It can 
proceed to require the splitting up of a merger, combine, or large 
concern, on the ground that it is monopolizing its field; or it can 
proceed to outlaw agi^eements in restraint of trade among otherwise 
independent concerns. Both are accomplished through litigations 
or suits brought iti fhe fedeml courts by theJDepartment of Justice 
against business^concerns or individuals who are thought to be 
violating the law. 

Additional powers granted by latej acts allow procedure against 
*‘tying’’ or restrictive contracts between sellers and buyers, against 
price discrimination damaging to a competitor, against intercorpo- 
rate stock acquisitions which would result in monopolization, and 
against “interlocking directorates’" among, competing corporations, 
where these devices can be ahown substantially to lessen competi- 
tion. These additions, however, have not beerf ver^ significant in 
practice. 

Intrinsic limitations of the antitrust laws. Given the govern- 
ment’s power to proceed along these lines^ the maximum efficacy of 
the antitrust policy must depend mainly upon what changes can be 
produced in the character of competition by prosecutions against 
agreements in restraint of trade and by dissolving monopX^listic 
combinations. Many economists in recent ye?>rs have emphasized the 
intrinsic limitations of such a policy. 

On the one hand, the effectiveness of forcing large companies to 
split up, and thus lessening the degree of concentration in any in- 
dustry, is limited by the economies of very large-scale production. 
Even though in a number of industries there could be more firms of 
smaller average size than at present without impairing efficiency, 
there still remains a question as to whether the number of firms 
could be increased sufficiently to produce any substantial effect on 
competition. 

On the side of collusive agreements, it is generally agreed that 
restraints of trade ‘^are common in modern industry. One school 
of thought holds that such collusive behavior will not be eliminated 
by antitrust prosecutions and that, even if it were, competition 
would not^ be much different in character. Another group main- 
tains that, even within our considerably concentrated economy, a 
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vigorous and extensive prosecution o£ agreements in restraint of 
trade will secure more effective** competitif^n. The mato issue con- 
cerning the usefulness of the antitrust laws thus turns currently on 
the effects of prosecutjpns of agreements in restraint of trade. 

Whatever the net effect of such prosecutions, it is evident that, 
under the present l%ws, the government can proceed only indirectly 
against unduly high prices or inflexible prices. The law sets no 
standards of price behavior; it merely prohibits agreements in re- 
straint of trade. The end results which ar free^'enterprise economy 
produces can thus be influenced only in so far a|rthe market be- 
havior of businessmen is reaMy modified by a persistent legal attack 
on restraints of trade. The cljance of influencing the height and 
flexibility of prices in various industries would seem, however, to 
be greater than that of restricting the volume of expenditure on 
sales promotion. 

Judicial interpretation of jthe antitrust laws and administrative 
policy. The actual effectiveness of antitrust policy from 1890 to the 
present has of course been influenced by factors other than the 
intrinsic limitations of the basic laws. In fact, the history of Amer- 
ican antitrust policy reflects the dominant influence of fluctuations 
in the vigor with which tlie acts were enforced by the government 
and of narrow and changing^ interpretations of the antitrust laws 
by the Supreme Court. 

FrcOTH890 to 1905, when most of the principal mergers in Amer- 
ican industry were being formed, the Sherman Act was not vig- 
■"otously enforced, and Supreme Court interpretations during most 
of the period made it appear that even a merger which resulted in 
substantial monopolization of an industry was not contrary to law. 

When the opinion of the court made it clear that such mergers 
might violate the monopolization provisions of the Sherman Act, a 
^^trust-busting” program was begun. It was pressed with only mod- 
erate vigor, however, and was hampered by the fact that most merg- 
ers were already accomplished and were difficult to dissolve. Al- 
though the courts ordered the splitting up of a few large combines, 
including the old American Tobacco Company and the Standard 
Oil Company in 1911 and 1912, widespread action was not under- 
taken by the government. 

Trust-busting came to a halt altogether after 1921,^ when the 
Supreme Court modified its interpretation of the Sherman Act and 
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legalized large combinations so long as they were currently allowing 
other firms aci'freedom to/fompete’' with them. 

Thus at first, before 1905, judicial interpretations of the Sherman 
Act as applied to mergers offered no seriou\ deterrent to concen- 
tration and later, after 1920, encouraged a policy of “live and let 
live’' in concentrated industry. 

The effectiveness of antitrust law proceedings against agreements 
in restraint of trade was less influenced by judicial interpretation^ 
than by fluctuations^'dn the eaithusiasm with which the office of At- 
torney General e,|jforced the Sherman Act. 

Since before 1900 the Supreme Courjt has been fairly consistent 
in the stand that any agreement in restraint of trade — fixing price 
or output, sharing the market, and so on — is illegal, regardless of 
the demonstrated reasonableness of its results. The principal ex- 
ceptib^s to this are found in decisions defining the extent to which 
competitive firms may go in exchanging ^price, co^, and market 
information through trade a>ssociations. 

During most of the history of the Sherman"’ Act, however, the 
Department of Justice did not proceed on a very^extensive scale 
against business agreements in restraint of trade. Thougli such re- 
straints were presumably numerous, relatively few prosecutions 
were undertaken, and the staff of the., antitrust division of the De- 
partment of Justice was very small. The force of the litigations 
which were instituted was lessened, moreover, by the fact |]^t the 
suits were often undertaken in a conciliatory, rather than a puni- 
tive, manner. It is not surprising, therefore, that the restraint ^ 
trade provisions of the law have had slight effect on business be- 
havior during most of the period since 1890. 

A much more vigorous policy of antitrust prosecutions agamst 
agreements in restraint of trade was instituted in 1937. The philos- 
ophy behind this new program is that the Sherman Act, loiig rela- 
tively disused and misused, can have a real effect in reinvigorating 
competition. To get results, prosecutions need to be much more 
numerous and more vigorously pressed than under previous prac- 
tice. 

Federal Trade Commission activities. The Clayton Act names 
certain specific activities as unlawful, including tying contracts with 
customers (designed to foster exclusive dealing with one seller), 
price discrfmination injurious to a competitor of the discriminating 
seller, certain sorts of interlocking directorates among competing 
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companies, and the^acqiiistion of corporation stocks by other cor- 
porations if the result would be»to create |n unlawful monopoly. 

These provisions, which were intended to supplement the Sher- 
man Act, have in practice been unimportant, for several reasons. 
First, the act as drafted so hedged the definition of unlawful acts in 
each category that the sc ope of the act was limited in practice. In the 
second place, the court, noting the extremely cautious phrasing of 
jfhe act, construed it narrowly, practically exempting a large portion 
of the activities at wfiich the original*' propoitents of the act had 
purported to aim. Finally, the provisions of th^act were to be 
enforced primarily by ^he Federal Trade Commission, an appoin- 
tive administrative agency, which had the power to investigate 
alleged violations of thq Clayton Act, to hold hearings thereon, and 
to issue cease and desist orders if violations were found. Such orders 
could be appealed to the courts, and no penalties for violatioiTwere 
involved. This rather roild sort of enforcement procedure did not 
serve very seriously to deter experime>jntal violations of the act. 

The Federal "Trade Cilommission was also empowered, by the act 
creating it, to jSroceed -via th,e cease and desist route against “unfair 
methods of competitior Various agreements in restraint of trade, 
however, have also been ^considered unfair methods of competition 
within the meaning of the act, so that the Commission has supple- 
mented the work of the Department of Justice in proceeding against 
restr^igt^f trade. 

This supplement ha?', to date, generally tended to be of secondary 
^portance, in part because the Commission could assess no penal- 
ties against “unfair methods,’' whereas Sherman Act litigations 
could involve fines and imprisonment, together with damages to 
private parties injured by illegal restraints. The hand of the Com- 
mission in such actions was strengthened, however, by the Wheeler- 
Lea Aft of 1938, which established fines for violation of cease and 
desist orders of the Commission prior to their affirmation by the 
courts. There is no fundamental reason why Commission action 
against restraints of trade cannot eventually become an important 
supplement to the basic antitrust policy embodied in the Sherman 
Act. 

Collusive activity by export associations. Mention should be 
made of the special status under the antitrust laws of associations of, 
or agreements among, American businessmen organized for the pur- 
pose of carrying on foreign export trade. The Webb-Pomerene Act 
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o£ 1918 provides that such associations or agreements shall not be 
subject to thin prohibition of the Sherman Act, provided that they 
do not operate to restrain trade within the United States, or to re- 
strain the export trade of any domestic competitor of such an asso- 
ciation. Supervision of export associations is Vested in the Federal 
Trade Commission. The purpose of this act was to make it easier 
and cheaper for American firms to sell and compete in foreign mar- 
kets. Only a moderate number of industries have taken advantage 
of the provisions of the act. tWhere they have done so, however, it 
appears that the^ activities have not been closely supervised and 
that they have occasionally contribute to domestic restraint of 
trade or to international restraint of trade through world-wide 
cartels. 

The plane of competition: The problem. Although the preserva- 
tion "SFactive competition has been the main aim of American pol- 
icy toward business, attention has been given also, ^lever since the 
establishment of the Federal Trade Commission in 1914,^to regulat- 
ing the plane upon which competition may be Conducted. It is not 
unknown for competition to take the forms of ''stealing’' the designs 
or trade secrets of a rival, bribing his employees, or imitating his 
brand labels. In the same vein, there may be misrepresentation to 
buyers of the content or quality of a pjoduct or false representation 
of the dietetic or therapeutic qualities of foods and drugs. In short, 
fraud, deception, and bad faith may emerge as by-products _pf the 
coxnpetitive struggle. 

Practices of the sort referred to have come to be^ regarded by mos^ 
business concerns and by the general public as injurious to th?* 
legitimate interests of businessmen and the welfare of the public. 
Such practices are far from universal in modern business, since a 
great many industries have set and observed their own standards of 
behavior. But there is here a field for government regulation^ which 
is not necessarily inconsistent with the policy of preserving vigorous 
and effective competition. 

Pure food and drug acts. So far as protection of consumers is con- 
cerned, the principal need is in the fields of drugs and foods. The 
basic regulation he«*e is found in the pure food and drug acts or, 
specifically, in the Food and Drug Act of 1906 and the Food and 
Drug Act of 1938. The first law established and made mandatory 
certain accepted standards for all drugs and also provided for reg- 
ulation of the quality of canned foods. Adulteration and misbrand- 
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ing of such products were in effect prohibited. The law of 1938 ex- 
tended such regulation to practically alj^ foods and lalso provided 
standards for the descriptive labeling of foods and drugs. Several 
acts affecting specific products or industries are also on the statute 
books. 

'‘Unfair methods” of competition. All other regulation of unfair 
competitive tactics has been vested in the Federal Trade Commis- 
sion. By proceeding through investigations, hearings, and orders 
against various practices as “unfair methods t)f competition,” the 
Commission has, over a period of time, establishecj^what amounts to 
a set of rules governing the^ conduct of competition. In so doing, it 
has essentially extended the common law, which frowned on cer- 
tain practices by allowing persons injured thereby to recover from 
the perpetrators. 

The records reveal a long series of actions in which the Tederal 
Trade Commission has ^sought to prohibit misrepresentation, mis- 
branding, and the like. In general, it;p.has been successful in estab- 
lishing, through. jiMicial decisions, certain rather definite limits on 
competitive m(ithods. Prior to 1938 the Commission was hampered 
by the judicial requirement that any unfair practice must be both 
injurious to a competitor of the guilty party and contrary to the 
public interest. Also the fac^ that no positive penalties were pro- 
vided for unfair practices meant that the law lacked “teeth.” 

Th p^ Wheeler-Lea Act of 1938 greatly strengthened the hand of 
the Comfllission in sucl^ proceedings. By proscribing, as such, “unfair 
or deceptive acts or practices” in commerce, it empowered the com- 
Tirission to proceed solely in the public interest against questionable 
competitive tactics. The Commission was also empowered to seek 
injunctions against false advertising of foods, drugs, cosmetics, and 
curative devices, prior to final determination of its legality. Further 
the ac^ provided fines for violations of final commission orders and 
made it a criminal offense to disseminate false advertisements of the 
kinds of products just mentioned, where injury to health or intent 
to defraud might be involved. With these powers, the Commission 
has become an active policeman of the conduct of trade. 

Restraint of competition: Origins. Although dt has been the ex- 
pressed general policy of the American government to facilitate or 
enforce competition in the business world, this policy has not been 
followed without exceptions. In effect there has in the "last fifteen 
years been developing a distinct, though as yet limited, counter- 
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line of policy in the direction of restraining competition in certain 
industries or^^n certain ci|:cumstanc^s. 

Because such measures run counter to the widely held belief in 
the desirability of competition, the intent bf these regulations is 
generally somewhat disguised. An attempt il sometimes made to 
identify them with the general antimonopoly policy, by labeling 
them as attempts to preserve '‘fair’’ competition and thus to check 
the ultimate overconcentration of industry in the areas affected 
But we may truthfuhv designfite these regulations as essentially anti- 
competitive in character. 

The origin of anticompetitive busine^ regulation has been found 
in the demands of businessmen. This is not strange, for profit-seek- 
ing enterprises within the capitalist system have never consistently 
welcomed free, open, and vigorous competition. Competition tends 
to r^^ce or eliminate profits, especially in times of stable or de- 
clining purchasing power. There is a natur^al tenden^ to seek limi- 
tation of competition sufficiently to protect profits. This tendency is 
the basic source of collusive activity in restraint ^f trade, and it has 
served as one of the motives for forming large combinations of com- 
peting firms. 

The belief in competition is still clearly ascendant in American 
public opinion, and concerted and efective demands for legal re- 
straint of competition have therefore become vociferous and effec- 
tive only at particular times or in particular industries. Onlj^ once 
in the history of American business did a general demand for re- 
straint of competition become effective. This was in the depth of the 
great depression in 1932 and 1933, when a prolonged shortage of 
purchasing power had stimulated violent competition in a great 
many areas where such intensive rivalry was uncommon. The result 
was the National Industrial Recovery Administration, a compre- 
hensive plan for limiting competition. Since the demise of th^ NRA 
in 1935, restraint of competition along similar lines has been sought 
and obtained in two fields — bituminous coal and the distributive 
trades — ^where especially acute competitive problems existed. 

National Industrial Recovery Act. The depression beginning in 
1929 was extended^and severe enough to impose losses generally 
on nearly all business and to effect a serious deterioration in wage 
and hour conditions for labor. Conventional government measures 
to initiate *a recovery had been quite unavailing, and more des- 
perate remedies were sought. In this setting organizations of large- 
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scale business diagnosed one of the difficulties as excessive and 
destructive competition and suggested |:emporary smspension of 
antitrust laws and adoption of temporary agreements to restrain 
competition and restftre profits. Similarly labor gi'oups recom- 
mended legislation tc? maintain wages and shorten hours, in order to 
relieve labor from ^the pressure of depression conditions. 

These proposals gained fairly wide support, which was aug- 
jnented by a spreading popular sentiment, rather vague in its 
formulation, that th^ prolonged depres,^ion Stemmed from basic 
shortcomings of the competitive system. 

In response to these sentiments, one of the first ‘recovery'' laws 
passed by the new Congress in 1933 established the National Indus- 
trial Recovery Administration. The principal provisions of the 
basic law, as expressed and administered, were twofold. First, every 
industry was required to draw up and submit to NRA a “ToSe of 
fair competitfcn," whicii, when approved, would become law for 
the industry. Second, such codes were required to include provisions 
establishing misiin^m wages and maximum hours for labor in each 
industry. The teal content pf the new law thus emerged from the 
character of the private codes which were submitted to and ap- 
proved by the government. In essence the country adopted, for the 
period of a depression emergency, a system of regulating competi- 
tion through goveimmentally supervised private industry agree- 
men ts^j vith certain counterbalancing guarantees to labor. 

A brief characterization of the whole NRA experience is difficult, 
because of the grpat variety of individual code provisions and be- 
cause of variations in experience with administering and enforcing 
them. In general however the following may be said about the con- 
tent of the codes, about administrative experience, and about the 
effects of the law: 

Labor was eventually protected largely through a standard wage 
and hour formula, which was applied, subject to certain adjust- 
ments, to the codes of all industries. The fair competition pro- 
visions of the codes were generally designed to control or discourage 
price competition, to control output, and on occasion to share the 
market among sellers. Such ends were in some? cases accomplished 
by direct agreements on price or output, but more frequently they 
were approached indirectly through a maze of provisions control- 
ling competitive tactics. 

Administrative experience varied among types of industry. Con- 
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centrated industries with a history of cooperation among sellers gen- 
erally obtained good compliance with codes/ but atomistic and 
traditionally competitive industries were plagued with dfficulties of 
administration and enforcement. j 

The effects of NRA on the economy were generally to restrain 
competition, to limit output relative to any given monetary pur- 
chasing power, and to raise prices and profits. It^also served to alle- 
viate substandard labor conditions. 

The NRA program probably did not contribute significantly to 
recovery, and it may very well have retarded ’it. It is interesting to 
note- that the ex|^riment in question was essentially one in over-all 
limitation of competition by private business, subject to govern- 
ment supervision, and that “government planning'* played an in- 
significant role in the whole scheme. 

Tte^RA was brought to an end in 1935 by a Supreme Court 
decision which found the basic law unconstitutionaL 
Competition in the soft coal industr)?. Experience of that interval 
when the law was in effect, however, influenced ^ number of indus- 
tries in their subsequent thinking on competitive problems. One 
of these was bituminous coal, where there was a competitive prob- 
lem of rather long standing and of somewhat special origin. 

The soft coal industry had faced a steacfily declining demand for 
its product since 1920. This had exerted continued downward pres- 
sure on mine operators' earnings. Ordinarily this would have re- 
sulted in eliminating many firms from the iijdustry and e^emually 
in balancing demand and supply at an equilibrium price. As a 
matter of fact, firms had not left the industry, *and there was^ 
persistent and growing pressure of excess capacity in coal mines. 
This was partly because of the very long life of “fixed plant," cftice 
a mine was opened, and partly because of the indisposition of coal- 
mine labor to leave the mining towns under the pressure of declin- 
ing wages. ® 

Operating with this chronic excess capacity were several thou- 
sand small mining firms, among which there was no possibility of 
voluntary restraint of competition. The pressure of free, active, and 
violent competition* thus continually drove prices to unprofitable 
levels, and this pressure on price was reflected in competitive wage 
cutting by mineowners. 

The Guffey-VinsoB Act to regulate the coal industry. This sort of 
competition was therefore held by both business and labor groups 
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to be ''destructive’’ in character, and indeed it appears that in this 
particular setting competition^was unfavorable to th^ general pub- 
lic interest. After an unsuccessful effort to maintain coal prices 
and wages through ar#NRA code (which of course lapsed in 1935), 
permanent legislatidh was sought to regulate competition in the 
industry. 

This finally toot the form of the Guffey-Vinson Act of 1937 (an 
earlier version from 1935 having been found unconstitutional). The 
act generally provides for a Federal Cpal Oommission, which is 
empowered to fix minimum coal prices for all ar^s and mines, on 
the basis of average costs ^of production as submitted by mine- 
owners. Such costs are adjustable for any wage changes negotiated 
between mine-owners and lal)or. Rights of collective bargaining 
were guaranteed to coal-mine labor, although wages were not fixed 
by the act. 

The effect of the Guffey-Vinson Act is evidently to eliminate com- 
petition and to replace it with govej'nment price administration, 
guaranteering m "Mr” return or profit to firms producing soft coal. 
This is a specific legal protection to business in this field. By infer- 
ence it also protects coal-mine labor very considerably, since it 
assures coal-mine owners^that, practically regardless of what wages 
they grant to labor in the field, they will be able to get prices high 
enough to cover these wages and yield a fair profit. The act there- 
fore i^s considerably further than merely discouraging competitive 
wage cutting. 

Inherent in the act is the tendency to protect possible inefficiency 
the penalties which a free competitive market would assess. It 
also tends to encourage labor to force exorbitant wage demands, 
kncTwing that any wage obtained will be made economically tenable 
to the mine-owners through government control of coal prices. 

CoiJ^etition in the distributive trades. Rise of mass distribution. 
In the distributive trades there was at work a process of structural 
change which was resulting in the gradual elimination of certain 
types of firms which had traditionally held a place in the industry. 
The industry as a whole was not suffering chronic losses, but a cer- 
tain category of firms was being squeezed out. 

The structural change involved was in effect the rise of mass dis- 
tribution — wholesaling and retailing through chain-store organiza- 
tions. This movement gained considerable momentum during the 
1920’s, in the grocery, drugstore, auto accessory, and other lines, and 
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was proceeding very rapidly in the early 1930’s. In geiieral the 
movement iijvolved the rise of larg;e“Scale organization in the mar- 
keting field, and it paralleled a similar development in manufac- 
turing industries some forty years earlier. Both horizontal combi- 
nation of many similar units into a chain, aM vertical integration 
of wholesaling and retailing functions into a single firm were oc- 
curring. 

In moving into the distributive field, mass distributors did sev- 
eral things which were damaging to the interests of old-line whole- 
salers and retailers. They frequently succeeded, through large-scale 
buying power, iJi purchasing goods from manufacturers at lower 
prices than smaller buyers could obtain. They undertook to per- 
form thejr own brokerage and wholesale functions, thus dispensing 
with the services of old-line brokers and wholesalers, at the same 
timt>f 2 trther reducing the costs of goods on the shelves of their re- 
tail stores. Further they changed and developed t^ technique of 
merchandising, by streamlining the fetail outlet, modernizing its 
management, and eliminating certain relativelyrexpensive auxiliary 
services, like charge accounts and free delivery. Th^ economies thus 
obtained served as a basis for a generally low-price policy by chain 
stores, involving prices often low enough to cut sharply into the 
sales volumes of the older “independen?’ retail stores, and corre- 
spondingly to impair the welfare of the “independent"’ whole- 
salers. 

The immediate plight of such independent distributors*was made 
more serious by the depression which began in 1929, and their re- 
sentment of the chains was thus intensified. In the NRA codes^^u 
the distributive trades, organized independent interests sought, and 
in considerable measure won, code provisions which restricted the 
chains from competing so effectively with them. 

With the end of NRA, these organized interests, through their 
associations and lobbies, turned attention to securing permanent 
legislation to restrain competition in the distributive trades. Such 
legislation was sought in the name either of fostering fair competi- 
tion or of preventing the development of monopoly. As to the lat- 
ter, it should be nqfed that it was to be checked mainly by restrain- 
ing and weakening competition. 

Chain-store taxation. The most direct attack on chain-store com- 
petition hSs been embodied in simple chain-store taxation — puni- 
tive levies against multiple-unit marketing organizations. A tax per 
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Store m aciy chain is assessed, which becomes larger (per store) as the 
number ot stores in tfie chain be^comes greater. Such legislation orig- 
inated as early as 1927 in three southern states, but it progressed 
most rapidly in the latef 1930"s, so that at the outbreak ol the recent 
war twenty-eight state? had chain-store taxes. Attempts of the anti- 
chain bloc to secure similar legislation on the federal level were 
unavailing. Such taxation of course represents a clear attempt to 
waken mass distributors and thus to subsidize small independent 
wholesalers and retailers. 

The Robinson-Patman Act. The other legisl^ion which was 
obtained to protect independents from chain-store competition is of 
a less direct but not less effective character. The two principal fed- 
eral enactments are the Robinson-Patman Act (1936) and the Mil- 
ler-Tydings Act (1937) — both amendments to earlier antitrust laws. 

The Robinson-Patman Act was aimed at reducing the advSrKage 
which chain-store organizations have obtained in purchasing goods 
from manufacturers at very low pricey. In effect the act prevents 
such suppliers (m amy seller) from charging different prices to dif- 
ferent buyers for the same §:oods, where the effect of such price 
differenced is to lessen or prevent competition between the pur- 
chasers, unless such price^ differences are based on corresponding 
^differences in cost. (The earlier Clayton Act had not defined such 
price discrimination as illegal.) A manufacturer of canned goods, 
for ex^ple, cannot sell a given product to competing chain stores 
and to inrfependents at^different prices, except in so far as the cost 
^^^o£supplying them is demonstrably different. The Robinson-Patman 
ATf also controls the payment of certain special allowances and 
rebates, which had been used to reduce the net price at which mass 
distributors could buy. Enforcement of the act is placed in the 
hands of the Federal Trade Commission. 

The jntent of the act is to enhance the competitive position of 
independent distributors by denying to chain stores those advan- 
tages in cost of supplies which resulted simply from their great bar- 
gaining power. The effect of the law has been limited, however, by 
the ability of mass distributors to monopolize certain sources of 
supply, taking the entire output of a manufacturer or even acquir- 
ing his plant. 

Miller-Tydings Act. The Miller-Tydings Act approaches the 
problem of competition in the distributive trades from a different 
angle. By itself it is simply an amendment to the Sherman Act, 
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which declares that resale price-maintenance ^contracts which are 
lawiiil in tile states where resales *are made shall not be illegal 
under the Sherman Act or the Federal Trade Commission Act, 

A resale price-maintenance contract is a contract between a man- 
ufacturer or other supplier who puts his trade-marh on a good and 
the distributor who purchases this good — a contract which obligates 
the purchaser to charge a specified price for the good at resale. Such 
a contract would thus require a drugstore to sell a certain branj. 
of mouthwash at a ^ecifkd retail price. The, ostensible justification 
at law for such -contracts is that they enable a supplier to protect 
the value of his brand or trade-mark ^from damage through price 
cutting. 

Sufch contracts had frequently been voided by the Supreme Court, 
<5n the ground that they resulted in suppressing competition among 
reseliers and were thus contrary to provisions of the Sherman Act. 
There was evident in decisions of 1936^sonie tendency to reverse this 
stand if state laws governing the case specifically ^^initted resale 
price maintenance. Congress proceeded to ctfnclf^^tfie matter by 
specifically exempting resale price-majntenance contracts from the 
prohibitions of federal law, provided they found support in state 
law. 

State “fair trade’’ laws. The Miller-iTydings law was thus in effect . 
simply an action taken at the federal level to facilitate the opera- 
tion of state laws bearing on the same subject. These laws.^^ere at 
the heart of the anticompetitive movement#and were known as the 
state “fair-trade” laws. ^ 

Such laws (the first was passed in California in 1931) legalizea 
resale price-maintenance contracts on substantially any, branded 
or trade-marked commodity. Any retailer was thus enabled to enter 
into a contract with a supplier to maintain retail prices at a stip- 
ulated level. These laws also provided, through the so-called “non- 
signer clause,” that such contract prices were enforceable upon all 
sellers of the commodities covered, regardless of whether they had 
entered into such contracts. Selling at a price below that stipulated 
in a competitor’s contract was “unfair” competition and grounds 
for a damage suif by such a competitor. In effect therefore re- 
tailers desiring resale price maintenance were enabled to enforce 
retail pri^e fixing and elimination of price competition upon an 
entire community of distributors. 

The questionable legality of the fair trade enactments was cleared 
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up by favorable coui;|; decisions in 1936 and by the Miller-Tydings 
Act in 1937. Thereafter, most s«ate legisla|#:ures, under'f^the pressure 
of organized druggists and other retailers, rushed to pass “fair 
trade"' laws, until fort^Tour states now have them in effect. 

These “fair trade" laws are a form of pressure group legislation. 
They represent a distinct break with the traditional American pol- 
icy of encouraging free and active competition and are representa- 
tive of the tendencies inherent in pressure-gi'oup legislation. Their 
effect is clearly to stiflo^ price competition «and fo offer legal protec- 
tion of price and profits to a single sector of tfye business com- 
munity. By the same token, %they tend to stimulate competition in 
features other than price, to ^attract excessive capacity and man 
power to the distributive trades, and to pass on the cost of these 
excesses to the consumer. 

It is to be noted that the state “fair trade" acts have not l3een 
completely effeT:tive. Mass distributors and others can avoid their 
provisions by selling private brands and by other devices, and they 
have shown sorfte tendency to do so. The threat of damage suits 
for “unfajir" pfice competition is not always strong enough to 
deter all such competition. Nevertheless the acts have had sub- 
stantial effect. 

Appraisal of governmental^ regulation. From our discussion in 
the preceding pages, it will be evident that the central theme in the 
United-^States of public policy toward business has been the pres- 
ervation of effective or'^workable competition. There seems to be 
•S^ght disposition m the United States to follow the pattern estab- 
lished in several European countries of encouraging businessmen 
to combine further or to establish a comprehensive system of 
private cartels to regulate themselves. Foreign experience with such 
a policy is discouraging, and in any event such a policy is contrary 
to stron^g traditional American views on economic matters. Equally 
against American tradition is governmental participation in the 
making of business decisions, as well as the nationalization of 
industries. 

The antitrust laws, and especially the Sherman Act, have served 
as the principal basis for facilitating or enforcing competition. This 
can be done under these laws either by limiting the degree of 
concentration in an industry or by attacking and attempting to 
eliminate agreements and conventions which limit or prevent effec- 
tive competition. The Sherman Act has proved to be not entirely 
suited to accomplishing limitation of industrial concentration. ^As 



GOVERNMENT INDUSTRY: UNQUESTIONED TYPES 789 

drafted and as interpreted by the courts, none of the antitrust acts 
enable the government to pursue a systematic a^d rational policy in 
controlling “bigness” in^business or in preventing undue or un- 
economical concentration. 

The antitrust laws can be more effective applied in prohibi- 
tion of agreements in restraint of trade. They will have maximum 
effect, however, only if they are vigorously and continuously en- 
forced over the entire economy, without prejudice, exemption, or 
special favor. 

Accomplishment of this end may require also some modification 
in the patent laws. Patent grants, which bestow seventeen-year 
monopolies on new devices, techniques, or processes, have been occa- 
sionally used to foster a restriction of competition not contemplated 
in the basic law. 

Woiking directly counter to the antitrust laws is the essentially 
anticompetitive legislation affecting the distributives trades, which 
legalizes collusive determingjtion of price in this area. The anti- 
trust laws could be made dead letters if the Cend^ncy to exempt 
industries from the general rule of free competition were much 
extended. 

Government industry: Unquestioned ^es. Every government is 
inevitably engaged in industry to sopcie extent. A people may feel ^ 
that the postal service is too important to the general welfare to 
leave in private hands. Military considerations may lead a govern- 
ment to control the railroads, the telephone, the telegraph and 
wireless service, as is not uncommon in Europe^ Protection againiL^^ 
disease sometimes requires city governments to take a hand in such 
enterprises as milk stations, bath houses, housing projects, etc. To 
protect the country against flood and drought, as well as to provide 
for future timber requirements, a government may establish na- 
tional forests and build reservoirs and dams to regulate th^ flow of 
water. Enterprises such as the Panama Canal or Boulder Dam may 
be too vast or the returns too uncertain to interest private capital; 
government, however, may decide that regardless of the financial 
return such undertakings are worth-while in the public interest. 

These examples— and many more will at once occur to the 
reader— illustrate the fact that there is a province for government 
industry which is little disputed. Few question the propriety of 
government industry undertaken in the realm of its primary func- 
tions, nor is there much criticism of government projects in fields 
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where the risk is so great as to deter private capital from entering, 
when once it is sefcied that the project would trujy serve the 
public interest. Serious disagreement regsfrding government indus- 
try arises when govern«p[ient invades fields which tradition has re- 
served for private cajfitaL 

Issues involved: Adequacy of governmental regulation. I hose 
who advocate govefnment industry in order to protect consumers 
from the exactions of private monopoly are not to be confused 
with those irreconcilable critics of the^ present border who are per- 
suaded that the weakm^sses of private capitalism are so fundamental 
that the only hope of stable prosperity lies in the direction of so- 
cialism. 

On the contrary the former advocates of government industry are 
men who believe in the present economic system and want to see it 
perpetuated. They are, however, so impressed with the wealWtS^ses 
of government^regulation that they feel that the system can best 
be preserved by removing ffom private hands those parts of it 
which have bec<jp[ievmonopolistic in character and marked by con- 
spicuous abuses.. 

Opposed to them is a large group by no means convinced either 
that government regulation is futile or that the abuses of private 
business are sufficiently serious to warrant so drastic a step. More- 
’'over many of these ans convinced that government industry tends 
usually to be less efficient than private business, and they are 
genuinely -fearful lest an enlargement of the scope of government 
industry bring consequences even more unwholesome than those 
'‘‘tr^^ch it is intended to cure. 


Savings on interest and profits. Attention is directed frequently 
to the large sums paid for interest on private capital and the large 
profits made by private enterprise, and it is claimed that these 
might as well accrue to the whole people in the form of lower rates. 
It is evident that such claims cannot be substantiated. 

So long as saving is left to private initiative, interest is a charge 
which must be met whether the industry be public or private. It is 
a payment essential to the accumulation of capital, and the govern- 
ment cannot get capital without the payment o^ interest any more 
than can a private entrepreneur. 

If attention be called to the fact that government bonds bear a 
lower rate of interest than industrial investments, the answer is that 
the whole advantage would tend to disappear in proportion as 
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government became involved in the risks of industry. If the taxing 
power be reiied upon to make goq^i the losses of unsuccessful gov- 
ernment enterprises, this^is merely robbing Peter to pay Paul. 

Even in a different social order in whitii capital were not pri- 
vately owned, there could be no capital without previous saving by 
someone. Government might, it is true, get its capital without 
paying interest, but the ultimate cost of saving would not be 
thereby avoided. 

The same genei*hl considerations apply^ to the alleged saving 
of profits. Profi||, as we know, are paid for the service of risk-bear- 
ing, and we have concluded that th^ payment, considering losses 
and gains together and taking industry as a whole, is distinctly 
moderate. If the risks of industry were transferred from the shoul- 
ders of private entrepreneurs to tlie government, they would still 
ha^ to be paid for. Governments cannot take the profits and avoid 
the losses. The government industry woi^Jid have to charge enough 
to enable it to make experiments, assume risks, and stand the in- 
evitable losses. There is no reason to believe ^ha^ the cost of risk- 
bearing would be any less if undertaken by the gcfvernment, unless 
it were to avoid risk by permitting industry to stagnate. 

While the above considerations apply jLo industry in general, it is 
possible that in the special fields intQ which the municipalities par-^ 
ticiilarly have ventured there may be a saving to the consumer by 
reason of a reduction in the volume of profits. The purygying of 
water or electricity is generally a monopoly whether tfie plant be 
publicly or privately owned. As compared with competitive manu::, 
facturing, for example, the risk is slight and in many cases pem^ips 
nonexistent. The stockholders of a privately owned public utility 
might not be content with profits only sufficient to compeijsate for 
the risk involved. 

With private ownership pressure is constant to maintain^ existing 
rates or secure higher ones. Quite commonly a rate which at one 
time yielded reasonable profits has, with a thickening of the popu- 
lation, given very great profits. Under private management the 
action of the public service commission in reducing rates is slow 
and halting; under public ownership, assuming for the moment 
that public management be as efficient as private, or even slightly 
less efficigpt, either the consumers would get the benefit at once in 
the form of lower rates or the taxpayers would benefit from lower 
taxes. 
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Corporation abuses. In their advocacy o£ government industry, 
some lay greater stress on the ^necessity C|f eliminating certain un- 
desirable aspects of c< 5 rporate control than on the actual savings 
which government industry might secure. They point out that the 
problem of watered stock, which frequently affects the rate base 
and therefore the cost of service to consumers, would be done away 
with, that the looting of utilities by insiders would be impossible, 
^d that speculation in securities of utilities would no longer pre- 
vail. 

But more fundamental is their belief tiiat reg|,itlation of public 
utility rates has been halting and ineffective and that it is idle to 
place reliance upon n^gulatory commissions to secure rates which 
are only reasonably remunerative. It is not within our province to 
discuss the problem of' regulation of public utilities, but it jsj^er- 
haps not out of place to note that in many states appointments to 
regulatory commissions li^ve been on a political basis, that the task 
of proving that a given rate is unwaii'anted involves long-drawn- 
out and very ej^yen'Sve litigation, and that the problem of regula- 
tion has been exceedingly qpmplicated because of the interstate 
character of many of our holding companies. 

It is however possible tp recognize the existence of these condi- 
^tions, as do most authorities, without reaching the conclusion that 
government industry is the only solution, for the maximum possible 
effecti^ness of regulation has certainly not been reached. 

Relative*^ efficiency: financial results. An investigation into the 
effici ency of government enterprises gives a picture that is far from 
clear. In one country state-owned railways may give excellent serv- 
ice and show satisfactoi^y financial results, while in another country 
poor '^service and continued losses follow year after year. The United 
States Post Office, the nation's most conspicuous example of gov- 
ernment industry, has operated for years without any real account- 
ing system and with 21 very large and unnecessary deficit. These 
results are chargeable not only to legislation by Congress but also 
to serious lack of sound business judgment in the management of 
the enterprise. 

In the field of municipally-owned public utilises the evidence as 
to financial results is often incomplete, conflicting, and even unre- 
liable. Frequently the accounting systems of municipal enterprises 
are not adequate or reliable; the United States Census Bureau com- 
plains regularly of the untrustworthy accounts upon which it has 
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to base its statistics. Apparent net operating revenue must* in many 
cases be reduced because o£ failure to make jlroper allowances for 
interest, depreciation, ortimortization. Services, such as street light- 
ing, may be provided free to a city wdthoii^ an appropriate charge 
on the books, and similarly many services ma-f be provided by other 
departments of the city without appearing on the accounts. 

In the face of these facts any sweeping gener'^lities would be un- 
warranted and unsound. On the whole the financial record of pub- 
lic industry is unfavorable; ^here are conspicuous cases of financiS 
success, but the number and magnitude of the industries operated 
at heavy deficitslls more impressive, and in most cases — in America 
at any rate — the actual facts are far less favorable than the pub- 
lished figures on account of the prevalence of faulty accounting 
methods. 

huKiical interference. There are certain positive weaknesses 
which seem inherent in government management. the first place, 
there is weakness in personnel and discipline. Politics controls more 
or less the selection of employees, both managers ^d subordinates. 
Politics also interferes with discipline; those in charge hesitate to 
enforce adequate control over their subordinates or to* discharge 
the incompetent, for fear of political protest. For the same reason 
the managers have often been preventecf from installing approved 
labor-saving machinery, cost accounting systems, or up-to-date busi- 
ness methods. Political sentiment also tends to prevent the payment 
of salaries sufficient to attract into the public service the most cap- 
able managers and technical experts. Thus is efficiency sacrificed 
and industrial progress hindered. 

On the other hand, certain private utilities are frequently in 
politics and exerting pressure on legislation through lobbies* and 
organized and “educated” public opinion. Society would gain some- 
thing by removing this danger to democratic government, although 
it would probably stand to lose far more from the developinent of 
bureaucracy and the political control of government industry. 

The motive in business. Public industry is weak in comparison 
with private industry as to the motive of the managing head. The 
private businessman puts the utmost of his skill and energy into 
his business because he has a personal stake in it. Even if he be 
only the hired manager of a corporate business, he finds the same 
standard field up to him by the stockholders, who look to him to 
protect their capital and produce profits for them. His position and 
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ills fortuiie depend on making a success of the business under his 
charge. Self-interest fs the spur which drives the private business- 
man to make his business efficient. 

To the public officialithis motive is weak or absent. He has not 
risked his own capital in the government industry. If profits are 
made they will not accrue to him, and he will not have to bear the 
financial consequence of failure. The continuance of his position 
and his further advancement do not depend upon the judgment 
of a critical body of stockholders as to jhe^ efficiency with which he 
has managed the business. His position is more often dependent 
upon pleasing the general body of voters or the leaders of his po- 
litical party. This approval may be won by easy-going treatment of 
his subordinates and showy service to the public, rather than by 
the hard test of business efficiency. 

This is of course not to assert that there never is nor cfafT^be 
efficient management in public business. There are capable men 
animated with a keen sense of public ^service, and there are com- 
munities in whiii^ tfce citizens insist on able and honest manage- 
ment. There hatie been conspicuous examples of high-grade leader- 
ship imperiled by motives oi^ patriotism and public service, espe- 
cially in times of national emergency such as war. 

On the other hand, it is not to be denied that there are instances 
in private business where other considerations complicate or inter- 
fere with the simple relationship between efficiency and the profit 
motive. This is most likely to be found in the very large corpora- 
tions or combinations where ownership and management are less 
c4?5sbly identified, and other interests than those of the owners are 
more likely to appear. Indeed as private business units become ex- 
ceedmgly large, there is sometimes observable a tendency to take on 
certain of the characteristics of government industry. Considera- 
tions such as these however are the exceptions to the general rule 
as to the important difference in motive between the managers of 
private and of public industries. 

Conclusion. The problem of public versus private industry must 
still remain undetermined, in the sense that it is impossible to ar- 
rive at any single broad generalization as to the> relative merits of 
the two forms of ownership. It is not at all likely that the problem 
ever will be solved in the form of such a general conclusion. In no 
two countries and %vith respect to no two classes of inSustry are 
the conditions of the problem the same. The decision as to any 
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industry may go one way in Germany, the opposite way in*America; 
in any giveif communiuj the decision may be for municipal water 
works and against municipal gas works. The defects of private in- 
dustry may compel public ownership in one^case, as of forests on the 
w^ater sheds, while the weaknesses of public ownership may lead to 
substitution of private industry, as in the case^of the Philadelphia 
gas works some years ago. In one state effective regulation may give 
satisfactory rates and service, while in another a weak commission 
may lead municipalities ta assume the risks of government in- 
dustry. 

The mass of evidence and the body#of general principles bearing 
on the question are such as to plac^ the burden of proof upon the 
one who advocates government ownership. From this position the 
pulxli^ will undoubtedly feel its way along the road of economic 
progress, determining each case upon its merits^ in the light of such 
knowledge as may be at hand. 

One general conclusion «iay perhaps be stated with some con- 
fidence. The public is not likely to tolerate ufilirSited private mo- 
nopoly in the necessities of life upon# any large sdile. Iri any basic 
line of industry where monopoly appears inevitable, the choice is 
between private industry with government regulation and govern- 
ment industry. Attempts at government regulation have thus far, 
been generally short-sighted and bungling. We may now be upon 
the threshold of the first real test of this program; shouM it tail, the 
alternative of government ownership would still be open. In the 
meantime there may well be no definite conclusion — no decided- 
swing either to public or private ownership — but rather a balance 
between the two, with private ownership the fate of the inefficient 
public plant, and public ownership a threat and a spur to .the pri- 
vately owned public utility. 



CHAPTER XXXVIII 


Conirasling Economic Systems 

Introduction. Present status of the ffee*economy. This book has 
been devoted to the study o£ the kind of economic order which 
exists in the United States of ♦America, one which relies in the main 
on voluntary gain-seeking actidties of individuals and groups to 
supply the economic needs of the people. In the course of our study, 
we have seen that the system is not one of unlimited indivi^ial 
freedom, nor one which relies solely on the profit motive to provide 
necessary goods and ser^ices^ Competition is restrained at many 
points by the re^ula^ory powers of th6» government in the interest 
of general welfare, and in certain areas of national life govern- 
mental belies have taken over productive functions. 

But these regulatory and productive activities of government are 
exceptions to the prevailing rule, and although they have been on 
•the increase in recent years, they still play a minor role in the eco- 
nomic life of the nation. Bearing in mind these exceptions, it is 
proper to 4:all this type of social order a system of free enterprise. 
Another name applied t<5 it, particularly by those who seek to change 
capitalism. 

In the world at large, systems of free enterprise are not the usual, 
but i;ather the exceptional, structure of civilized nations. This type 
of ecorfomy is in operation today only in a few countries — the 
United States, some of the Dominions of the British Empire, a few 
of the Lratin-American countries, one or two small states in Europe. 
Throughout the rest of the world, embracing a large majority of the 
nations and the preponderance of human beings, economic life is 
organized along very different lines. Moreover the area of the world 
served by the system of free enterprise has been narrowing steadily 
in recent years, as one country after another Ifas abandoned this 
type of social order and adopted another. 

Every country, including the United States, which is served by a 
system of free enterprise, contains organized movements among its 
people working for a complete reorganization of the social struc- 
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ture. The emergence in other civilized countries o£ radically differ- 
ent social sy^ems has be^n due to tjre success of similar revolution- 
ary movements in gaining control of political power. 

Despite diversities in the details of their flf-ograms, all these move- 
ments — at least all of any importance — derive their ideas and their 
motive power from the same body of doctrine, the original doc- 
trines of socialism. Hence we shall group them all under the gen- 
eral title, socialism^ reserving for special consideration an important 
section, communism ^ which* though origin^ing in this same body 
of doctrine, has^^broken off from the other socialist groups. Some 
attention will also be paid to fascism l^cause of its close connection 
with revolutionary socialism, althoijgh it is often and erroneously 
classified with the conservative movements of our time. 

Sqc^lism: Theoretical basis. All socialist doctrines contain four 
groups of ideas: an indictment, an analysis, a program of reform, a 
campaign. The indictment is a list of charges agaifist ‘‘any and all 
industrial systems based on private property and competition.'’ The 
a7ialysis traces the development of capitalisnf bsfek to its origin, 
dissects its present structure, and stresses certaifi developmental 
tendencies which, so it is argued, must inevitably destroy our pres- 
ent order. The program outlines a suljstitute for the capitalistic 
system which socialists believe will remove the evils of modern cap- 
italism. The campaign is a plan of immediate tactics for those who 
adhere to its cause. 

There is greater unanimity of opinion* regarding tlie first two 
branches of doctrine than the last two. In theii; indictment of cap: 
italism, socialists differ only in the breadth of their condemnation 
of the present order and the relative stress they place on its different 
faults. Since the socialist analysis of our institutions is depved al- 
most entirely from Karl Marx's classic interpretation of capitalism, 
there is considerable agreement here. 

Socialist programs differ widely in detail, but we can discern 
an essential similarity among them. They all propose a type of 
society in which there will be no private property in wealth used 
for productive purposes, and they agree further that the productive 
system of the futufe shall be governed, not by competition and pri- 
vate initiative, but by some sort of collective control and guidance. 
Socialism^then is destructive of these two basic institutions of our 
order, private property and free competition in enterprise. The 
programs differ in their substitutes for these institutions. 
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In regard to their campaign, socialists divide into two groups: 
those relying on peaceful, evolutionary methods, and those who 
place their reliance on violence and force. The former arc consti- 
tutionalists, believing tfiat gradual increase in their power on the 
political field will eventually bring them to their goal by thor- 
oughly legal means.^The latter are direct actionists; they have no 
faith in politics, being convinced that only through force or threat 
force will the revolution come. 

Any definition which attempted to embrace'" all these phases of 
the socialist movement would be too cumbersome J;or practical use. 
We shall define the movement in terms of its program, stressing 
the essential similarities betv^een the different socialist schools. 
Socialism is a program of reform which repudiates private oioner- 
ship of the means of production and competitive control jof^Jn- 
dustry; it proposes a type of society in which productive capital will 
be owned collectively and economic activity will be controlled by 
authority. 

Socialist indictment of capitalism. The details of the socialist in- 
dictment tnay be summarized with reference to the institutions of 
competition and private property. Competition is condemned as a 
method of supplying the Economic needs of society, because it is 
"wasteful of resources and effoft, because it is unstable and erratic, 
because it results in strife within and between nations. The institu- 
tion orprivate property is condemned because of the inequality and 
injustice it produces and because of its seriously adverse effects 
the processes ^of production. The two institutions ai^e jointly 
condemned because they destroy human liberty. 

The socialist charges against the competitive system on the score 
of its wastefulness have long been voiced. The point is stressed that 
individual enterprise results in duplication of effort. Competitive 
advertising, competitive salesmanship, and other forms of competi- 
tive activity are substantial costs of each enterprise. These costs, the 
socialists affirm, could be reduced if the services common to all pro- 
ducers were provided through a common agency. 

In the competitive system the superior businessanethods and most 
efficient machines are controlled by individual competitors for pri- 
vate profit. The socialists claim that increased efficiency for^ society as 
a whole would result if the best processes were made the common 
possession of the entire industry. Thus far the argument bears some 
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resemblance to that which contends for the superior efficiency of 
combination and large-scale production. 

In a more general sense the socialists urge that the present system 
is wasteful because entrepreneurs in thei# search for profit direct 
capital and labor into fields of activity ^^hich are already well 
enough equipped to serve the needs of society. It would be more 
economical, they say, to use collective intelligence in forecasting our 
needs and conscious cooperation in adjusting the means of prodljiic- 
tion to the ends in View.® 

It is urged al^o that the uncontrolled pursuit of private gain ex- 
hausts irreplaceable natural resource^ and destroys human produc- 
tive energy, as when it puts children to work prematurely and 
throws old people into idleness while still able to perform work. 

In charging the economic order with instability the socialists de- 
velop"^ an explanation of the business cycle which makes competi- 
tion its basic cause. Competition produces anarchy in the produc- 
tive system and, when coqpled with inequality of income, results 
in overproduction. Periodically the system cofla|lfes through its in- 
ability to market its product, and thfre ensues aif incalculable loss 
from idle capital and labor. These cyclical catastrophes, it is as- 
serted, could be avoided if competitijpn were supplanted by a 
planned economy, controlled and guided collectively by authority 
and force of the state. 

In charging that the competitive order encourages ^strife, it is 
pointed out that employers and workers strive with each other over 
division of the income from industry. Produccer strives withjjt^ 
ducer for advantage in the market. Out of this strife spring practices 
wdiicli result in loss of productive forces. The anomaly of the^situa- 
tion is that these contesting parties are really cooperating toward 
common ends. Intentional cooperation is less wasteful than antago- 
nistic cooperation. 

From a broader point of view, socialists believe that the competi- 
tive system is the root cause of international war, the striving of 
nation with nation over markets. They believe that their system 
will automatically produce harmony between individuals, social 
classes, and nations. 

The charges against private property are in part implied in the 
foregoing attack on competition. But this institution, as the social- 
ists view the matter, has defects of its own; the great inequalities in 
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incomes are caused by private ownership of income-bearing wealth 

and perpetuated by tlie institution of inheritance. 

The socialists believe that capacity is listributed with approx- 
imate equality among Ihe different income classes. Opportunities 
for self-development cannot be equalized so long as some men are 
born to a position of privilege while the many are born in an en- 
vironment of poverty, ignorance, and hopelessness. This situation, 
say, is not only unjust on ethical grounds but is inefficient and 
precarious; inefficient, Jbecause it smodieis thd" latent abilities of 
those in the lower groups and subsidizes idleness in the upper 
classes; precarious, because ij arouses the envy and resentment of 
the victims of the injustice, who are an overwhelming majority 
and have the power to destroy the system. 

Inequality is particularly vicious because it distorts the whole 
productive system out of alignment with the real needs of society. 
Only those things are produced which will sell at a profit. Hence 
the kinds and quantities of goods reciting from the combined 
activity of mankind %re determined by the spending power of in- 
dividuals and no# by the test gf what is needed to nourish a strong, 
healthy population. Many things of vital importance to human wel- 
fare are not produced at al^ because no individual entrepreneur can 
make a profit out of their prodjiction. 

The socialist system proposes a quite different basis of produc- 
tion. The social group will decide what things are needed to sup- 
port a whcJlesome life, %nd these things will be produced first in 
such abundance thaj: there is plenty for all. Only surplus labor and 
caj^al will be devoted to the production of luxuries and extrav- 
agances, while injurious goods will not be produced at all. 

As '"a Jfinal and in their opinion most devastating charge, the 
socialists condemn capitalism as destructive of human liberty. The 
individual liberty of which so much is made by the defenders 
of our order is dismissed as a myth. To the socialists the present 
order means the enslavement of the great majority of propertyless 
people by the owners of wealth and the subjection of the wdiole 
body of society to the dictates of those who dominate its essential 
industries. 

The wages system is condemned as a species of slavery. It is ex- 
plained as an arrangement between the few who own t|ie instru- 
ments of labor and the resources of the earth and the many whose 
only hope of survival consists in their getting access to these things. 
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The outcome of the arrangement is that the^many delh^er them- 
selves into the power of^the few, i»heir productive energies to be 
exploited to the profit olf the masters. 

The economic destiny of the social grou|>^as a whole is, accord- 
ing to this indictment, at the mercy of the more ruthless or more 
fortunate individuals. The landlord exacts his Jribute for the priv- 
ilege of using the gifts of nature. Those who have acquired or in- 
herited ownership of socially necessary instruments, such as raii- 
roads, steel mills, and faclorfes, can work thoir will upon the rest of 
mankind. These^essential instruments are social in their purpose 
and importance; they cannot safely be allowed to fail into the hands 
of individuals. Finally all social closes — ^wage earners, employers, 
capitalists, landlords, and others — are seen to be slave'fe to the pas- 
sions of self-interest and acquisitiveness which the competitive sys- 
tem arouses. 

The socialists believe that the ordfr of society 1?lrhich they pro- 
pose will be one of real freedom. Men will not work for the profit of 
other men but for the group as a whole and flncSr its commands. 
The instruments of labor and the resoiirces of natuf e will^be owned 
and managed collectively under democratic government. The pas- 
sions of greed and self-seeking will be field in check by arrange- 
ments which play upon better qualities in human nature. 

Socialist analysis of capitalism: Karl Marx. The socialist anal- 
ysis of the development and present tendencies of the capitalist sys- 
tem is derived in the main from the work ♦of Karl Marx, who was 
the founder of almost all the modern schools^ of socialism, ^e 
Communist Manifesto^ written in collaboration with Frederick En- 
gels in 1848, and Capital, an analysis of the economic laws of cap- 
italism and a forecast of its future development, which appeared in 
1867, have profoundly influenced all subsequent radical movements. 
For our purposes the essential doctrines of Karl Marx may^be pre- 
sented under two heads, the class struggle and the trends of cap- 
italist development. 

The class struggle. The doctrine of the class struggle is a phase 
of the materialistic conception of history which is the keynote of 
Marxian historical philosophy. This interpretation of the histor- 
ical process explains all institutional developments in terms of the 
underlying economic institutions. Government, religion, family sys- 
tem, art, literature, and morals are by-products of man’s economic 
activities, harmonizing with the prevailing system of production 
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and exchange. The changes which have appeared in these institu- 
tions in the course of societal evolution have been the ellects of prior 
changes in the economic basis of society. This doctrine, in some 
degree of comprehensiveness, is now believed to be true by most 
students. 

Marx carried the doctrine one step further. To him not only were 
the economic institutions basic and determining, but these institu- 
tions had their own vital centre in the class struggle. Every system 
of production which mankind has hii?heFto devised has created a 
hierarchy of classes, exploiters and exploited. classical society 
slave, plebeian, patrician, and noble, in the Middle Ages serf, 
vassal, knight, and feudal lord were ranged in an ascending order 
of increasing privilege. 

Not only is class antagonism the essential characteristic 
historical social order at any given time, but this antagonism has 
produced the Synamic power which has caused society to evolve 
and change its structure. For the intere^s of the classes have clashed 
and forced them into continuous conflict. Revolutions in economic 
institutions, themselves the cause of all great changes in other in- 
stitutions, have resulted from the class conflict when a previously 
exploited class gained povfer to throw off the yoke of the oppressor. 
Thus ‘‘the history of all hitherto existing society is the history of 
class struggle.” But each such revolution merely re-established the 
system'^of exploitation in a new form, for the victorious class in turn 
organized a system of production with itself in the scat of power and 
tlfcrrest of mankirfd subservient to it. 

The last great change of this type occurred when the bour- 
geoiide arose and overthrew their feudal masters, thus instituting 
the system of capitalism. Out of this grew the present class align- 
ment, capitalists and laborers, and the present struggle between 
these two classes. The outcome of this struggle lies in the future, 
but it is predicted that the wage earners will eventually succeed, as 
did the present capitalists, in over-throwing their exploiters. 

Their triumph will mark the end of the class struggle, since they 
wil] reorganize the industrial system so as to remove the possibility , 
of exploitation. This will be true because the wage earners, being a 
vast majority of the whole population and committed to coopera- 
tive action, will organize the economic structure on collectivist lines, 
in which each will work for the welfare of the whole group. Thus 
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the socialist revolution will usher in a classless and therefore stable 
society. 

Trends of capitalist de^^elopment. As a result of his study of the 
capitalist society of his day Marx thought he had discovered the 
existence of two motive forces actively tenaing toward socialism 
and a third facilitating the eventual transition to socialism. The 
active forces were: (1) the tendency toward concentration and (2) 
the increasing number and misery of the laboring class; the facili- 
tating factor in capifalisna wts (5) thfe recurrent collapse of the pro- 
ductive system in times of crisis. 

Tendency toward concentration. Asjto the first of these forces, it 
is argued that capitalist development tends in two directions toward 
increasing concentration: first, the concentration of industry into 
larger and larger business uriits; secondly, the concentration of 
wealth and income in the hands of a diminishing number of peo- 
ple. 

Industrial concentration ^ said to be due to the superior effi- 
ciency of large industries, which enables them ^ undersell and 
crush out smaller competitors. We mijst note to Aiarx’s credit that 
this prediction was made before the trend toward large-scale pro- 
duction had set in. But Marx set no limit to the process, leaving 
his readers to infer that concentratioit would continue until a single 
gigantic business unit monopolized each of the major fields of in- 
dustry, including agriculture. In agriculture the prediction has been 
falsified by subsequent events. How far it has been verifiM in other 
fields we have seen in another place. 

This tendency was to lead to socialism, for the double reason mat 
collective control would become both necessary and easy. It would 
be necessary in order that society might protect itself Irorft the 
menace of these monopolies. It would be easy to establish because 
of the disappearance of effective competition, and easy to admin- 
ister because of the relative simplicity of operating the few cen- 
tralized productive units. 

Concentration of wealth was inferred, partly from the preceding 
tendency, partly from other evidence. Marx made the mistake of 
assuming that concentration in industry oi necessity involved con- 
centration of ownership. He wrote before the day of the corpora- 
tion, wiio^e joint stock principle permits growth in the scale of the 
business unit coincident with an increase in the number of those 
who hold property rights in it. Great as are existing inequalities in 
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distributiion, we have no evidence that they have grown greater 
since Marx’s day or are now growing greater. 

Increasing number and misery of the laboring class. The tend- 
ency toward concentration, coupled with other features of the cap- 
italist system, was ex^^ected to produce an expanding propertylcss 
class, with a steadily declining economic status. The crushing of 
small enterprises by the growing monopolies wwild precipitate 
former small capitalists into the laboring class. The growth of an 
industrial reserve army, the effects of periodic^depression, and the 
absorption of an increasing fraction of income by the rich would 
cause increasing misery for this ever-growing group. The rich would 
grow richer and fewer, the poor more numerous and poorer. 

This process would cause the system to break down through sheer 
inability of the masters “to maintain their slaves in their slavery.” 
It would also cause the victory of the proletariat to put an end to 
the class struggJle, since it would be a victory of “the immense ma- 
jority in the interests of the immense ipajority.” 

The role of crjUes.^Marx made much of the tendency of industrial 
society to fall pe?«iodically into crises and depressions. In his opinion 
crises wer£ the inevitable outcome of the exploitation inherent in 
the capitalist system. The wage system resulted in withholding from 
industrial laborers a substantial fraction of the values attributable 
to their productive efforts. 

This would be momentarily profitable for the employer, but for 
the system" as a whole ^t would mean that goods w^ere continu- 
ously produced in excess of the ability of the great mass of the peo- 
pitf to take them off the market. This situation would run along for 
a time until the accumulated stores of unsalable goods precipitated 
a cra'Sh,^ followed by a depression, during which production would 
stop until the surplus of products had been liquidated. Marx be- 
lieved that such paroxysms of the industrial system would not only 
recur periodically but would grow progressively more severe. 

This theory of crises held a place in Marx’s prediction of the 
inevitability of socialism. In the first place, each crisis and (Repres- 
sion would play its part in increasing the number and the misery 
of the propertyless classes, thus promoting the trend described in 
the preceding paragraphs. Moreover as each collapse became more 
complete and recovery more delayed and difficult, the t^nc would 
come when the recuperative powers of the system would prove in- 
adequate to the task of restoring equilibrium. 
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The crisis itself was a challenge to the validity of the eapitalist 
system, calling attention to faults w|iich permitted an excess of the 
products of man’s labor tB exist coincidentally with widespread mis- 
ery and want among the laborers. It thertfore predisposed ever- 
increasing numbers of people to turn agains? the system and seek 
lor a substitute. There would come at last a collapse so cataclysmic 
that revjoit would occur before the protagonists of capitalism could 
bring about recovery. Both Marx and his immediate followers be- 
lieved that the transitiomto^socialism woulcj come about during a 
business crisis. 

General appraisal of Marxian dcy:trine. Although there are 
serious errors in Marx’s analysis of capitalism and many of its 
specific predictions must be dismissed as unproved, there remains 
mu^h of value to the student of social evolution. Marx’s basic inter- 
pretation of history has provided a convenient and illuminating ap- 
proach to an understanding of the histoi;;ical proems. His analysis 
and forecast of capitalist development, written as it was in the early 
stages of industrial society, displayed rare po^erss^of insight. 

But the Marxian doctrine is important chiefly 4or its influence 
in shaping the development and the present character of socialist 
thought. It placed socialism on a new |nd firmer basis. There is 
real validity in the central thesis; i.e.^that every thorough evolution^ 
in society’s institutions must come about as a natural unfolding of 
forces at work in the preceding order. 

Until the rise of communism this principle had greal: influence 
on the practical tactics of ail the followers of Marx. It convinced 
them that capitalism must run its course before socialism is possfole. 
The factory system in industry, with its corollary of a large wage- 
earning class, democracy in the political field, education ^for the 
mass of mankind, experience in collective action gained through 
labor organizations — these phases of capitalism must be nourished 
to maturity. Violent premature revolutions would fail disastrously. 

Marxian socialists were forced by the logic of their system of 
thought into peaceful and legal forms of activity. Many of them be- 
lieved, as did Marx himself, that the final overthrow of capitalism 
could not occur T^^ithout violence and disorder, but their prelim- 
inary pi'ogram was evolutionary rather than violent. 

This outlook has continued to dominate the doctrines and tac- 
tics of ail the principal socialist groups except the communists. 
These revolutionaries, although they claim Marx as their spiritual 
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leader and profess to derive their doctrines from him, are con- 
vinced that socialism can be established even in backward countries 
which have had no experience of capitalilm. They also deride the 
peaceful political tactic?^ of other groups and place reliance on di- 
rect action. So complete is this break in doctrine and strategy that 
it would be misleading to attach the term “socialism’’ to both wings 
of the movement. Accordingly we shall deal with them separaiel} in 
the discussion of program and campaign which follows. 

The socialist program. All socialis&> gnoups* agree in that they 
propose to abolish private ownership in the me^yis of production 
and to substitute for compejjftion some form of authoritarian con- 
trol over productive processes, but they differ as regards the form of 
collective ownership and control. The principal line of division is 
between (1) those who would make the present territorial state jthe 
owner of productive instruments and would vest control of eco- 
nomic activity tn the chgsen ^representatives of all the people and 
(2) those who would place each branch of industry under the gov- 
ernment of the woilcers in the industry, relying upon various de- 
vices of federati«»n to attain Jiarmony within the economic system 
as a whole. 

The syndicalists and gijild socialists are examples of the latter 
.branch of the socialist movement. Their ideas have attained some 
prominence in a few countries, but on the whole they are far less 
influeiitial than are the representatives of the other wing of the 
movementr who are gwen the name ‘‘state socialists'’ from the 
pivotal feature of ^heir reform program. 

In the early stages of their development, the state socialists drew 
up detailed descriptions of the social structure which they proposed 
to instil. The central government was to own the industries whose 
significance was nationwide; to the regional units and the munici- 
palities^would belong those which supplied only local markets. 
Some allowance was made for individual enterprises, provided they 
refrained from employing hired labor, and for cooperative enter- 
prises owned by the workers. Although the land was to be national- 
ized, provision xvas made for the operation of farms by family units 
rather than solely by hired employees of the st^tte. All these forms 
of non-collective enterprises were to be brought under control by 
strict regulation of the prices of their products, and by, reepuring 
them to adjust their productive activities to an over-all economic 
plan for the nation. 
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Since no form ol investment of an income-producing type would 
exist, there would be no incentive for individual saving, beyond 
that created by the desirg to own }5ersonal and household effects. 
The state was to be the only saver of productive capital. Since 
the people would, for the most part, find employment only in state- 
owned enterprises, wages were to be the predominant form of in- 
come, and the size of this income w^as to be detormined by political 
authority. Even the incomes of the self-employed were to be sim- 
ilarly determined though control of prices. 

dims the central government, with its subdrdinate political units, 
was to be the dorlinant power in the lives of all. The political con- 
stitution of this projected socialist commonwealth provided that 
this great power should be brought under democratic control 
through universal suffrage, short-term election of all policy-making 
officials', proportional representation, and similar devices. 

These blueprints of the new socialist order werc^ not viewed as 
sacred and inviolable, for the state sodalists have been more oppor- 
tunistic than doctrinaire in their outlook. In gll ^emocratic coun- 
tries, they formed local and national political parties, to press for 
government ownership and control wherever private ownjership ap- 
peared to them to threaten popular welfare and competition ap- 
peared ineffective or destructive. They have been willing to leave as 
large a sphere for individual initiative as is consistent with the gen- 
eral principle that natural resouces and the larger aggregates of 
capital shall be used for the common good rather than *for private 
gain. 

The Socialist campaign: Tactics. In most democratic countries 
socialism as a practical political movement has taken on a mod- 
erate, temporizing character. Political parties are formed locally and 
nationally to agitate for an extension of government ownership and 
regulation of industry. The immediate objectives are usuglly lim- 
ited: municipal ownership of the principal services, nationalization 
of railroads, mines, and public utilities, legislation to limit the 
power of employers and strengthen organized labor, and the like. 

The peaceful methods employed and the relatively minor changes 
proposed at any one time often conceal the full implications of the 
movement. But this gradual encroachment on the domain of cap- 
italism is Expected eventually to produce an economic order so ex- 
tensively socialized that the establishment of a thoroughgoing so- 
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cialist state will be easy and natural, and it is in terms o£ these 
final results that thoi whole movement must be judged. 

The development of socialism in the^separate countries is too 
complex a subject to be given adequate treatment here. Every- 
where the movement is divided within itself over questions of doc- 
trine and tactics into factions, which in most countries are organ- 
ized for political purposes in opposition to one another; this cpiite 
apart from the separate organization of the communists, who are 
fritter antagonists of the socialist movement as^a whole. 

The divisions withili the socialist movement proper usually re- 
flect conflicts over the relative emphasis to be plfTced on organized 
labor, on the one hand, anct the territorial representative state, on 
the other, as the sovereign bcKiy in the socialist economy, or dif- 
ferences of opinion as to the rapidity with wTich modern industrial 
society should be socialized. Without going into detail it ^aiT be 
said that the Social Democratic Party, to be found in many coun- 
tries, the Labour Party <5f E»gland, and the Socialist Party of the 
United States, usually representing the majority wing of the move- 
ment, stand for reliance on political government and a cautious 
cxperimeytal rate of change, while tlie syndicalists and the radical 
socialists favor revolutionary action through labor unions and a 
hasty continuous drive tc^ard socialization. 

Political action. In most industrial countries, excepting the 
United States, socialism has been a powerful factor in the political 
and social life. The dictatorship countries, whether communist or 
fascist, crushed out a duce strong socialist movement within their 
barriers. The sociaMsts however have controlled the governments of 
many municipalities throughout Europe and in Great Britain. 
They always form a strong opposition party in the national assem- 
blies arM at times have controlled the central governments in Euro- 
pean democratic states. 

Typical of conservative socialism is the Labour Party of Great 
Britain, formed early in this century as the political arm of British 
organized labor. From small beginnings this party grew in twenty 
years to become the strongest single political group in the country. 
In 1924 and again in 1928 the Labour Party, though still in the 
minority, was called upon as the strongest single group in Parlia- 
ment to form the ministry and conduct the affairs of the nation. 
Because of its insecure tenure, the party did not at those times at- 
tempt to put the ideas of socialism into practice on a national scale. 
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A general election in 1945 swept the party into power on* a thor- 
ough-going socialist platform, which the Labohr Government has 
been proceeding graduall):’ to put into effect. 

Although the socialist movement in Am^ica has been in exist- 
ence for many decades, it has never developed into a strong na- 
tional party. The prevailing individualism of the people and the 
relatively high standard of living produced by a system of free enter- 
prise operating in a naturally rich country have been deterring fac- 
tors. Furthermore the pecyli^ constitutional structure of the coun- 
try places obstacles in the path of minority third parties contesting 
for control of the national government. In local elections the so- 
cialists have at times gained control of municipal governments. 
They have also captured seats in the state legislatures ^nd elected 
some members of the House of Representatives. But these successes 
have not enabled them to reform the national institutions along 
socialist lines. 

The American socialists, lilce those o*f Britain, have eschewed vio- 
lent tactics and pursued legal methods of polkic^® activity. They 
have taken part in national elections since 1904, hx^i with small re- 
sult in terms of popular vote and with no consistent increase in 
their following. 

It would be misleading, however, to measure the strength of the 
socialist movement by the record of the Socialist party. A great many 
people who accept the socialist doctrines of reform do not belong 
to the party, preferring to work within the major political parties. 
Many programs, such as social legislation, governmental regula- 
tion of business, and direct government activity m certain fieldiy df 
economic enterprise — originally sponsored by the socialists — have 
come to be adopted and put into effect by the major parties. There 
is in fact little difference to be found today between the economic 
policies of the radical wings of the major parties and the im- 
mediate programs adopted by the state socialists as steps leading 
gradually to complete social reconstruction. 

Appraisal of socialism. Before proceeding to a discussion of com- 
munism, it may be profitable to return to the socialist indictment of 
capitalism outlined earlier in this chapter. Every thoughtful person 
will admit that each of the charges in this indictment contains ele- 
ments of truth. The capitalist, or free enterprise, system has many 
and serious faults — faults of inefficiency, of injustice, of retarded ad- 
justment to the changing conditions of human life. The socialist 
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movem^t is to be credited with a great service in having focused 
attention on these f^liilts and accelerated their correction. 

Since socialism has nowhere been in peration long enough to 
demonstrate its superiority or inferiority to capitalism (the com- 
munism of Soviet Russia will be given separate consideration), at- 
tempts to appraise its prospects must deal with its doctrines and 
programs. On this basis the case in favor of socialism is not con- 
vincing. 

In the first place, the socialist indictment of capitalism is over- 
drawn. It both exaggerates the inefficiency of capitalism and ignores 
the ability of the system to correct its own faults. This type of eco- 
nomic order has demonstrated its ability to maintain large popula- 
.tions on the highest average level of comfort ever known, to provide 
an unprecedented supply of capiJ?al instruments, constantly in- 
creasing their quantity atid improving their quality, to supply^ the 
individual consumer day by day with goods drawn from all the 
resources of the earth. Furthermore, capitalism is a flexible system, 
capable of modifying its basic institutions without destroying their 
fundamental utility. 

Thus, eollective bargaining can be substituted for the individual 
contract when the latter works injury to the weaker members of 
society. Social insurance can be developed to safeguard the work- 
man against many of the hazards of the wage earner’s life. Labor 
legislation can assure him minimum standards of safety, sanitation, 
even of irrcome. Collective provision may be made for the services 
which private initiative will not supply, such as education, agencies 
c?f**public health, recreation facilities. Producers can be restrained 
from undermining and destroying each other by unfair competitive 
pracrtices. The consumer can be protected against adulterated goods 
and scrimped quantities by laws enforcing standards of purity and 
honesty of weight and measure. The overweening power of great 
business can be restrained by public control. 

All these things can be done without discarding the basic institu- 
tions of society. Although we may not be content with the rate of 
progress attained along these lines in the past, that there has been 
progress no one can deny. The true conservatives of our day arc. 
those who lend their support to these reforms; those who oppose 
timely readjustment of traditional ways and methods must be 
ranked among the enemies of the present order. 

Ill attempting to improve upon the system of free enterprise 
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which it would supplant, socialism will encounter certain di|ficulties 
inherent in it^ own program. First, there is the*general problem of 
human motivation in ecc;%omic affairs. The free enterprise system 
has attained its great productiveness by calling into play two of the 
most powerful of human incentives: acquisitffeness, and the desire 
to excel in competition. The institution of private property, with 
its concomitant, the right of inheritance, provfdes for the former 
of these incentives; individual enterprise, the latter. 

Socialism proposes^ to sypgress the motive of acquisition almost 
entirely and to limit severely the material reward to be attained 
through success in competition. In place of these incentives, after 
providing general guarantees of security, socialism will rely upon 
motives of social service and reward in the form of pplitical and 
social preferment for work well done. Human nature may respond 
to such' incentives and rewards, but there!^is grave reason to doubt 
that they will prove as effective in stimulating ecc^omic activity 
as the motives which have b^en responsible for the material success 
of capitalism. 

Apart from problems of human motivation, socialism will en- 
counter grave practical difficulties. All forms of socialism impose on 
some public body the task of determining the prices of different 
goods and services. Is not this a task too great for human intelli- 
gence in so complex a society as ours? Price fixing involves a de- 
termination of quantities to be produced and a rationing of indi- 
vidual consumption. After wages have been fixed for alk classes of 
labor, the state or some other public body must then see to it that 
society is supplied with the right amounts of each type of worlpat. 
When a price has been set upon wheat or coal or shoes, some 
authority must then supervise production and consumption. These 
difficulties multiply as one ponders the problem of authoritative 
control. 

Again some method must be worked out to select the natural 
leaders of economic enterprise, to advance them to the positions for 
which they are best qualified, and to give them the requisite author- 
ity to make their powers effective. Each of these steps presents seri- 
ous difficulties, Uigder capitalism, selection of industrial leaders 
results in the main from demonstrated capacity to excel in open 
competition, and those who succeed are given broad powers to con- 
trol and direct industrial processes. This natural process of trial and 
error is, it is true, frecjuently blurred by the inherited privileges of 



8i 2 CONTRASTI>fG ECONOMIC SYSTEMS 

mcdiocne men, but in the vast range of economic enterprise these 

faults of the system are exceptional 

There is grave doubt that socialism c^i devise any method that 
is not inferior in pronaoting efficiency. Certainly the methods pro- 
posed in their program — selection by civil service examination, or 
by popular acclaim, or by political preferment — are not reassuring. 
Such methods have always worked against the innovator in favor of 
the man who conforms to traditionalism, so dear to the hearts of 
public officials. These methods of selection tend also to weaken dis- 
cipline and circumscribe the initiative of managers, by making 
tenure in office depend on the good will of suboi'dinates. 

Fourthly socialism must provide for the maintenance and im- 
provement of the capital equipment. No possibility would remain 
for the saving of capital by indmdual initiative, since interest 
would be destroyed as a private income. The state, as recipient of 
the social ineg^ne, can withhold a portion to be reinvested, thus 
forcing the people to save against their will or without their knowl- 
edge, But in view of the impatience of men for immediate income 
and of the subservience of officeholders to popular clamor, is it 
likely that any group of public officials could be found with suffi- 
cient courage and foresight to administer such a system wisely? 

As regards the improvement of technical processes, it is argued 
that these come in final analysis from scientists, who labor without 
thought of material reward for the sake of their love of truth. This 
may be g-ranted without removing the difficulty. Today the dis- 
coveries of science are adapted to the economic service of mankind, 
by the discoverers, but by other men who are certainly intent 
on personal reward. Pure science might possibly flourish under so- 
cialfcm, but invention would lag behind because of the apathy, the 
obtuseness, or the abhorrence of change of public officials. 

Communism: Its rise in Russia. Before the First World War, a 
socialist movement based on the doctrines of Karl Marx had made 
some headway in Russia. This movement had split into two factions, 
one of which, the Bolshevists, was destined to lead the Russian revo- 
lution and to establish the Communist Party as the sovereign power 
of the state. 

What distinguished the Bolshevists from the rival socialist faction 
was their repudiation of the Marxian dogma that socialism can be 
established successfully only in countries with mature capitalistic 
institutions — a condition which Russia was obviously unable to fui- 
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fill. The Bolshevists believed that socialism could be set up in back- 
ward coimtri(^, if established by dire^ct action at a time of economic 
or political crisis and maintained by a ruthless dictatorship using 
terroristic methods. 

Under Lenin’s leadership, the Bolshevik leaders took advantage 
of the chaos resulting from Russia’s defeat in the First World War 
to carry through a successful coup d'etat^ and wJien settled in power 
adopted the name. Communist party. Discarding their affiliation 
with the social-democratic# movements of othfr countries, the Com- 
munists became bitter opponents of the type of socialism which we 
have thus far discussed. They have org^anized opposing parties un- 
der tjieir own name throughout the world, and today the conflict 
between communism and socialism is everywhere as Ifitter as the’ 
clasJ.1 of either of these groups with their common conservative 
opponents. 

The original communist program. The Soviet Government of the 
present day does not practise communism in its original purity, 
having been obliged by international and inierr^l conditions to 
compromise with many of the basic principles. It is» necessary, how- 
ever, to examine the doctrine of pure communism in order to 
understand the ideal society envisaged by this movement. 

. One distinguishing feature of con^munist doctrine in contrast 
with socialism is its conception of revolution. Not only do the com- 
munists reject the Marxian dogma that socialism can be established 
only in countries with mature capitalistic -institutions, out in all 
countries they are scornful of the peaceful tactics 'of the orthodox 
socialists, believing that dispossession of the capitalist classes 
never be brought about by these means, while to adopt them merely 
enervates the movement and commits it to a policy of -flabby 
compromise. 

The communists base their strategy squarely on the class war, a 
succession of armed clashes with the forces of capitalism, culminat- 
ing in a violent revolution on the Russian model to be consolidated 
by a reign of terror. In harmony with this outlook they repudiate 
democracy, both in the organization of their party and in that 
of the revolutionary state, and propose a dictatorship of self-ap- 
pointed leaders commanding a loyal well-disciplined proletarian 
army. 

The essential features of the ideal communist society must be 
inferred from the theoretical literature of the movement. They 
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may bersummarizcd as follows: There is to be collective ownership 
of all forms of industrial enterprise, administered l^^y the govern- 
ment; labor alone is to give right to incfme, and all labor is to be 
performed for the goirernment as the only employer; the entiic 
social income is to accrue, in the first instance, to the government, 
to be distributed according to communist principles. 

The method of distribution differs from that of other socialist 
schemes. Wages are to be the same for all workers regardless of func- 
tion and are to be paid in labor tickets,. whi£h are redeemable in 
goods out of the general fund. Money is to disapjpear, and the only 
form of exchange will be that of “service for counter-service’’; that 
is, labor service of the individual for the state and counter-service by 
• the state in4he form of consumption goods, supplied to the individ- 
ual. Many important types of goodS — such as transportation, lious- 
ing, light, fuel, perhaps lood — are to be free for all citizens. Equality 
is to be the ru4e, and any departure from the rule is to be justified 
only on the ground of the greater ne^ of the favored individuals. 
“From each according to his ability” is the formula governing the 
social service of the individual, and “to each according to his need,” 
the formtila determining his reward. 

The transition stage of the revolution is counted on to give the 
dictators opportunity, not only to bring the country’s social insti- 
tutions into conformity with this ultimate purpose, but to re- 
mould the behavior of the people and give them a motivation ap- 
propriate to a commiqiistic society. When these ends have been 
achieved, dictatbrship is to give way to a completely democratic 
sysxem of government. Indeed the state itself, as a coercive organi- 
zation, is to wither away and disappear as the people become moti- 
vatetl toward voluntary cooperation. The term “government,” as 
used by the communists, connotes merely the executive organiza- 
tion of such a freely cooperating group. 

Communist organization: Within Russia. The Communist Party 
of Russia provides the prototype of the movement’s organization 
in all countries. It is to the organization of the Comimmist Party 
itself, for its own government, to which we refer, and not the struc- 
ture of the government of the Soviet Union. Rs essential features* 
are: complete centralization of authority in the hands of the party’s 
leaders, provision for fairly liberal debate of policy ancj, tactics up 
to the time when decision is taken as to the “party line,” ruthless 
suppression of all differences and the requirement of undeviating 
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loyalty to the leaders when once decision has been reached- In other 
words, there is avowed dictatorship’ within the party, as within the 
political state, which the ^arty controls. 

Membership in the party is not a thing to he undertaken lightly. 
To join requires a confession of faith and devotion, a willingness to 
submit to arduous testing during a period of probation, and a read- 
iness after becoming a full member to bear heavy financial and 
labor costs on behalf of the party's program. Members are taxed 
heavily in proportiop, to their earnings and are expected to give air 
their spare time to party works under the ofders of their officers. 
Periodically the mtmbership is “purged," through a comprehensive 
inquisition, which eliminates those of filtering faith and lukewarm 
worksf Membership, in other words, i« like that of a strict religious 
order, requiring zeal, devotion, ^nd sacrifice. So it is in the parties 
of Ouhencountries. 

For this reason the Communist Party of Russia h^s never been 
numerically large, never including more tlfan a trifling percentage 
of the people. But what is lost*in numbers is more than made up by 
the discipline and drive of the movement. This quasi-religious aspect 
of communism, with the irrational ana uncompromising attitudes 
which it evokes, is a salient feature of the movement in all coun- 
tries. 

The structure of the party is based on a nucleus or “cell," a local 
unit formed, in a small geographical area, an industry, or other 
organization, by three or more members. These local amit*s are 
grouped into convenient regional organizations; these in turn form 
larger territorial groupings, which are brought together into fifes? 
national party government at the top. Disregarding complexities of 
detail, it may be said that the structure is erected by electing dele- 
gates from the lower units to the higher, culminating in the e’rection 
by the largest territorial subdivisions of delegates to the All-Russian 
Congress, reputedly the supreme authority of the party. 

But the actual lines of authority are concealed by this ostensibly 
democratic procedure. The Congress is an unwieldly body of large 
membership, meeting for short periods at long intervals. It elects 
a Central Committee to meet more frequently on matters of policy, 
a Central Control Commission to serve as a supreme disciplinary 
authority over the party membership, and a Central Revision Com- 
mittee to audit the party finances. The Central Control Commis- 
sion, also a large body, delegates its authority to an elected execu- 
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tive board known as the Presidium. The Presidium, the Central 
Committee, and tlie Revision Commission join to elect the general 
secretary of the party and the Political Bureau, a small body in 
continuous session composed of the key men in the various central 
organizations. 

Through this complex hierarchy of interlocking organs supreme 
authority is gathei ed into the hands of the secretary and the Polit- 
ical Bureau. The secretary controls the paid party workers in all 
Ihe local units and, using them as a personal following, becomes the 
leader of the entire party. It was by means of this position that 
Stalin first rose to dominance, and he subsequently achieved his 
present position of absolute personal dictatorship by using this ma- 
chine to crush any of his foimer chiefs and colleagues among the 
older Bolsheviks who challenged 1 ms authority or differed with his 
policies. The Political bureau is now composed of Stalinf‘s closest 
associates. It is in reality the sovereign body in party government 
under the leadership of the Secretary, since it exercises all the pow- 
ers of the Central Committee, exerts party discipline through the 
Control Commission, prepares and steers the program of the Con- 
gress, and controls the entire press and other publicity organs of the 
country. 

International organization. So much for the national setup in 
Russia. The same group of organizations which elects the secretary 
and the Political Bureau also appoints the delegates of the Russian 
CommuiT'ist Party to the Third International, which attempts to im- 
pose centralized control over the policies and tactics of the party^s 
i^nches in other* countries. Communism in its pure form is an 
international creed, ignoring national frontiers; the party is a single 
organization throughout the world, owing common allegiance to a 
single leadership in the Third International, which is dominated by 
the Russian branch only because of the latter’s numerical su- 
periorly. 

The International is supposed by its constitution to meet every 
year, but following a few annual meetings immediately after its 
origin in 1919, the sessions became less and less frequent, and none 
has been held since 1985, In this infrequency oif^ meetings, as well as. 
in the alterations of its announced policy, the International has re- 
flected the political expediency of Soviet Russia, particularly the 
growing desire of that country to avoid arousing the antagonism of 
other nations. For a time, beginning during the Second World War 
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and extending until the fall of 1947, it was the avowed purpose of 
the Russian leaders to allow the International to die and thus to 
subordinate the emphasig: on worla-wide revolution which is an 
essential feature of the original communist program, but these 
intentions were abandoned as international ^oaision developed dur- 
ing the postwar period, and an organization of the Communist 
parties of seven European countries was formed 

The pronouncements of the Third International, as the oracle of 
communism, have been concerned far more with strategy than witii 
doctrine. The basic doctrines of the movement are held in venera- 
tion as an inspired creed, revealed in its unalterable essentials by 
Marx and interpreted by later disciples, principally Lenin and 
Stalin. It is assumed, somewhat contrary to fact, that these present- 
day interpretations are merely an exegesis, not an amendment, of 
Marx, and it is also taken for granted mat the creed thus inter- 
preted has the unquestioning adherence of all loyal members every- 
where. The International took pains ft'om time to time to expound 
to the world movement these interpretations of basic doctrine by 
the Soviet leaders, to justify by reference to the creed the current 
policies of the Russian government, and thus to obtain the un- 
qualified support of world communism for the regime in Russia. 

Since unanimity in the matter of doctrine was assumed, the chief 
task of the International became that of issuing instructions on' 
immediate tactics to the foreign branches of the party. In this 
it showed itself to be dominated by the current needs of the Soviet 
Union. Its early meetings turned on the theme of class war and 
world-wide revolution; all branches of the party were encour#^d 
to put themselves on a war footing, holding themselves aloof from 
all other movements, however radical, and fomenting conflict by 
guerilla tactics wherever opportunity appeared. 

As Russia became more and more absorbed in internal recon- 
struction, requiring stable commercial and political relatibns with 
other countries, and especially as the growth of fascism brought its 
dangers of attack upon the Soviet Union and of suppression of com- 
munism in other countries, this line of strategy was altered. The 
orders issued by the Seventh Congress in 1935 disclosed a complete 
change of front as contrasted with the early days. The communists 
of all nations were ordered to drop their bellicose tactics and to co- 
operate with, and if possible to join, every radical and progressive 
reform movement in their respective countries. 



8l8 CONTitASTirfG ECONOMIC SYSTEMS 

Dimitrov, head of the International, defined this as “the Trojan 
horse policy.” It w«s justified on the score that thf Communists 
must make common cause with the liberals against the growing 
power of the Fascists which is destructive to both. To be sure, 
communism as a me hod of government has less in harmony with 
liberalism than with fascism, but the latter had issued a death sen- 
tence upon commumism, while the “liberal” and progressive modern 
democracies, in accordance with their principles, were tolerant of it. 
Reference to these tactics as a Trojaij horse policy disclosed their 
ultimate objective. Bf “boring from within” the liberal organiza- 
tions of society, it was hoped eventually to captul'e these organiza- 
tions and turn them to the long-run purposes of communism. 

There is clear evidence th«.t the formal disappearance of the 
Third International did not weaken the world-wide unity of the 
communist movement remove the hegemony of the Russian 
party. Throughout the events leading up to the Second World War, 
during the war itself, and iiT the postwar developments, the com- 
munist groups in either countries have consistently attempted to 
mold the policies of their own governments in harmony with those 
of the Soviet Union. Abrupt changes in the international outlook 
of Russia resulted immediately in equally abrupt reversal of com- 
munist policy elsewhere. 

During the Second World War, the communist groups in other 
countries, attaining respectability from the alliance of Russia with 
the dtoiocratic nations^ re-established their independent parties, 
while continuing their tactics of boring from within. After the de- 
fea^of the Axis PoWe rs, the strength of the movement grew rapidly 
in the western European nations, under the favoring influence of 
the prevailing conditions of distress and disillusionment. In the 
Baltic slates and among the peoples of eastern Europe, the spread 
of communism has I^een fostered by the influence of the Soviet 
Uniom tinder whose shadow these countries have lain. Postwar elec- 
tions in western Europe would indicate that socialism rather than 
communism will ultimately prevail in this region, but it is too 
early to predict to wfiat extent communism will spread as the result 
of the war and its aftermath. 

Policies in the Soviet Union: Recent history. In dealing with the 
Russian experiment las an example of communist economics, we 
must disregard the elperiences of the years immediately following 
the revolution, for mis period was too greatly disturbed by civil 



PLANNED ECON(^MY 819 

war and foreign invasion and by the profound economic collapse 
o£ the country to permit the communist leaders to concentrate on 
their program of social reconstruction. In the following years, how- 
ever, and particularly since Stalin solidified his power, the dictators 
have held complete command of the situation, both within their 
own party and throughout the country at large, and the economic 
policies they have adopted during this time may fairly be taken as 
representative of communism in its early stages. 

A turning point ofe policy was reached when Stalin and his col 
leagues decided that their experiment could not wait upon success- 
ful class revolution in other countries but must proceed to establish 
socialism in Russia in isolation from the capitalist structure of other 
modern nations. To some extent the Russian program was colored, 
during the 1930 ’s, by the dictastors’ fear of attack from without. 
This fehlr resulted in a stress upon national -self-sufficiency, the stim- 
ulation of patriotism, in disharmony with the theoretical interna- 
tionalism of the communist creed, and the large investment of 
capital and labor in military preparedness, whkh has retarded ele- 
vation of the standard of living of the Russian people. During the 
Second World War, of course, the entire energies of the country 
were devoted to military ends, and the international uncertainties 
following the war prolonged this phase of communist development. 

Planned economy. The essence of the soviet program is a compre- 
hensive economic plan, which embraces every phase of the national 
life and attempts to carry the entire social order toward predeter- 
mined objectives. Certain phases of the plan are noneconomic in 
character, dealing with such problems as the elimination of 
acy, the promotion of education, hygiene, and public health, cul- 
tural activities, and the like. These are among the most interesting 
aspects of the plan, both in conception and achievement, but we 
must disregard them here for lack of space. 

The planning mechanism is the State Planning Commission, cre- 
ated by the central government, together with its subordinate bodies 
for regional divisions and separate economic enterprises. The com- 
mission is composed of experts in the different departments of the 
national economy, dominated by party appointees who hold the 
program true to the ‘‘party line.’’ Its function is to prepare detailed 
schedules for every line of industrial and agrarian activity, covering 
the kinds and quantities of goods to be produced, together with the 
projected costs and prices, the rates of capital increase in various 
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industries, the incresise in the number and technical efficiency oi 
laborers, and the like — the whole plan having relation to a term of 
years immediately following its adoptioii. 

During the operation of the plan, the Economic Council of the 
central government iisxercises supervision over it, checking current 
rates of production against the scheduled forecasts, and altering the 
schedules from time to time in accordance with changing political 
and economic conditi^ons; the whole weight of governmental author- 
ity is behind the counciFs decisions. Planned economy in Soviet 
Russia does not mealn rigid, hard-and-fast adherence to the details 
of a program, but a flexible policy which, though outlined in ad- 
vance and moving steadily toward predetermined general objec- 
tives, allows for considerable readjustment along the way. 

Planned economy really dates from the adoption of the first 
“Five-Year Plan” in 19^6. A second “Five-Year Plan” followed in 
1933, and on January 1, 1938, the third “Five-Year Plan” was 
launched, but this wp set aside with the outbreak of war. With the 
cessation of hostilities, another plan was adopted, looking toward 
the repair of war damage and the rehabilitation of peactime in- 
dustries. 

The principal features of these plans may be summarized as fol- 
lows. First was a determinatipn to socialize the entire industry of 
the country under government ownership and operation, extin- 
guishing private enterprise in all branches of industrial production 
and distribution. Second was the intent to establish socialism in an 
agrarian economy dominated at the time by millions of independ- 
ent small-scale farms. Third was the plan to expand on a gigantic 
scale the industrial capital equipment of the country, to change its 
technique from small-scale to mass production and from handicraft 
to power-driven machinery, and greatly to increase its rate of out- 
put an4 lower its costs. Similarly, the aim was to increase the out- 
put of foodstuffs and raw products of the sort required to make 
Russia industrially self-sufficient. 

These were the major objectives. As will be seen, they involved a 
fundamental revolution in economic organization, as well as an in- 
crease in productivity. The intention to raise the standard of living 
in the country by increasing the quantity and variety of consumable 
goods may be mentioned as a fourth objective. But the drive toward 
military preparedness, with its emphasis on the machine-making 
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and war equipment industries, caused this phase of the plans to be 
set aside more or less completely. 

Soviet economic organi;^ation, Alifiost every department of the 
nation’s economic life has been successfully transformed into a sys- 
tem of state socialism. The government owns ^d operates the rail- 
roads and other public utilities, the mines and forests, and all the 
factories; it monopolizes trade, both domestic and foreign; the bank- 
ing and credit mechanism is in its hands. 

Agriculture is to some extent an exception. Under the soviet con 
stitution, legal title to all lands is vested in tl^s state, and in accord- 
ance with this piiiiciple there are vast farms owned and managed 
by the government. But the attempt tcf force the state farm system 
into effect throughout the country proved a disastrous failure be- 
cause of the passive resistance oi the peasants. 

The 'government was compelled to adJ^^t a modified form of 
socialization. After each peasant family had been given outright 
control of a'^mall area of land and ownersiiip of some livestock and 
farm implements, the remaining land was brought into a system of 
producers’ cooperation, in which numerous inSividual peasants 
merged their land holdings into a sifigle productive unit, which 
they managed collectively under governmental supervision. 

There is no private employment of wa%e labor on the individual 
farms; the socialized industries provide the only source of wages. 
Small household industries are allowed to exist, provided they con- 
form with the law prohibiting the hiring of labor and seli their 
products at prices fixed by the government. 

These vestiges of private industry are recogiMzed as anomaloiis, 
their existence being justified by the government’s inability thus tar 
to provide an adequate supply of consumption goods through its 
own industries. At the outbreak of the Second World Waif the re- 
construction of the country’s economy along socialist lines -^as vir- 
tually complete. 

Growth of soviet industry. From rudimentary beginnings, soviet 
industry developed rapidly under the impetus of planned economy. 
An impartial review ^ of the situation in 1938 disclosed that during 
the preceding decade industrial production had increased eight- 
fold. Especially rapid strides had been made in the heavy-metal and 
machine-making industries, which were virtually nonexistent at the 

1 See Foreigjt Policy Report, June 1, 1958, published by The Foreign Policy 
Association, New York. 
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time o£ the revolution. Russian-made agricuitu/al machinery, fac- 
tory equipment, ^rplanes, automotive machines, Iot which the 
country had formerly relied 6n foreign supplies, tvere produced in 
notable quantities. Electrification was proceeding at a rapid pace. 
The production of industrial raw materials had increased nearly 
fourfold during the ten-year period. 

Toward the end of this period, Russia had begun to focus atten- 
tion on military preparedness, a course which she followed with in- 
t:reasing intensity during the years immediately after 1938 and of 
course during the w&r years. Her impressive war record, though 
aided by substantial quantities of military equijSment from her al- 
lies, testified to the success hi her industrialization program. 

The program was not free«of failures and shortcomings. A lack 
of trained managers and skilled wcw^kers retarded production along 
many lines and result!fi in many defective goods— especially in 
the early years of the plan, when a considerable part of the output 
of the new machine industries proved so inferior in quality as to be 
well-nigh useless. These shortcomings were dramatized, in typical 
communist fashion, by the summary execution of managers held 
responsible for them. But t&hniques of production improved with 
experience, and a broad training program for workers in the differ- 
ent trades and for managers had, by the outbreak of war, begun to 
provide more adequate supplies of the human resources indispen- 
sable to any industrial society. 

The weakest point in the record was the failure of the planned 
economy to provide for the everyday needs of the people. Articles 
o|j. consumption remained very scarce and of poor quality; in fact 
many articles of household and personal use, which in capitalist 
cour^tries are possessed by even the lowest income classes, were so 
nearly w^onexistent as to be classified as rare luxuries. Thus the plane 
of living in Russia remained almost unbelievably low. This fact 
howevear does not necessarily argue the inability of an authoritarian 
socialist regime to provide a comfortable living for its people, but 
merely indicates that the dictators had intentionally given priority 
to the production of nonconsumable capital instruments, requiring 
the people to bear the sacrifices inherent in thaj: policy. 

Labor and wages in Soviet Russia. The communist program is 
conceived in the interest of the wage earner, who is to be set free 
from the slavery which is his lot in capitalist society, given an inde- 
pendence which he has never formerly enjoyed, and accorded a 
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larger share in tlfe social income. In these as in other respects, the 
experiment in Soviet Russia has failed thus far to conform to com- 
munist principles. 

Labor policy has had*'an interesting development. At an early 
stage substantially equal wages were paid to ^11 workers regardless 
of function, the higher types of expert and managerial labor being 
placed on about the same level of reward as tfee manual workers. 
This scheme broke down completely and had to be abandoned, 
owing to its failure j;o stimulate the industry and efficiency of tlie 
abler workers. As the drive for rapid increase of productivity be- 
came more severe, the last vestiges of freedom and equality among 
wage earners were swept away. At the» present time, the wage sys- 
tem differs very little from that which obtains in capitalistic in- 
dustry, except that the average real wage is very mucii lower and 
the extremes of inequality not so great, ^^ce-rate wages, payment 
in proportion to product, and higher rewards for services which are 
scarce are all characteristics of the soviet Wage system. 

In like manner other socialist theories of labor management have 
had to be discarded. At first the powers of ffianagement were 
severely limited, and the workers wefe given virfual control over 
the operation of their respective industries. This system of indus- 
trial relations resulted in such hopeless confusion and inefficiency 
that the soviet authorities were obliged to re-establish managerial 
autocracy in industry. In fact the control and discipline of labor in 
Russia is now much more complete and dictatorial than in capital- 
istic nations. 

It is true that labor is organized comprehensively into trade 
unions, but these organizations are entirely subservient to the state 
and, as advocates of labor *s welfare on the job, are much less power- 
ful than in the United States. Strikes are outlawed as treasom against 
the state. Even unintentional inefficiency in union management is 
severely punished, as in 1937, when the entire higher officialdom 
of the Central Trade Council was dismissed from office, and four 
of the most prominent labor leaders were arrested. The unions no 
longer pretend to exercise any bargaining power in matters of 
wages, hours of labor, rates of output, or discipline. They are still 
allowed to function in adjusting minor local grievances, but on the 
whole they are used by the government, to strengthen its drive for 
greater productivity, and as agencies for administering the social 
insurance benefits. 
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The Russian people have always lived on a plane of poverty. It 
may be that the avorage real income is somewhat higher now than 
formerly, but it is still extrenfely low adjudged by any standards 
known to modern industrial nations. Nominal wages signify little in 
terms of real income Prices of most consumers’ goods remained so 
high that the wage income for the average family was sufficient only 
to cover the bare ntcessities of life. 

In appraising the material welfare of the workers under the soviet 
i^gime, account must be taken of certain otl^er benefits accorded 
them by the governiii^nt. They are given security against unem- 
ployment, provided of course that they are wilSng to accept the 
terms offered by the only employer, the state. A comprehensive 
system of social legislation indemnifies them in case of accident or 
sickness. Maternity and child care, free education with stipends 
for students in the higllwf branches, and a certain amount'^of tree 
medical service are also provided. For 1938 the government 
budgeted a total expenditure^of over a billion dollars for these free 
benefits to the workers. 

Soviet finance. In the final analysis the costs of such planned econ- 
omy take the form of sacrffices by the people of freedom and 
material comfort. This does not refer to the large-scale destruction 
of life, the exile or impri^nment of great numbers of people, the 
forced labor of political conviAs, all incidents of a ruthless dictator- 
ship. What is meant is that in its routine economic operation the 
program h^s fed on the toll taken from the standard of life of the 
common citizen. 

During the year« prior to the Second World War, Russia was 
virtually unable to increase her resources by borrowing abroad. 
Yet sbe imported vast quantities of capital equipment and raw ma- 
terials aftid drew other large quantities from her internal resources. 
In the final analysis this all came from the consumable incomes of 
the people, thus increasing the prevailing poverty. The govern- 
ment’s power to determine the quantities of goods and services 
allowed to enter into direct consumption and the quantities to be 
employed in capital creation has forced the people to save, either 
against their will or without their knowledge. 

But the day-by-day operation of the program has had to be fi- 
nanced, and the development of financing methods has produced 
some interesting results. In the first place, the Soviet authorities 
soon had to abandon the communist doctrine that money is im- 
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necessary in a socialist economy where the state monopolizes pro- 
duction and fixes wages and prices. 

The money system whi:h has been set up in Russia is ostensibly 
on a gold basis, with a standard unit — the i^uble — ^which represents 
a fixed weight of gold. But this standard moifietary unit is entirely 
hypothetical and does not exist in reality, being used merely as a 
unit of account for measuring values in government records and 
recording transactions in foreign trade. The money in circulation is 
irredeemable paper* whose value is determined solely by its pur-, 
chasing power within the country. 

This value is not governed by the principles discussed in our 
earlier study of monetary theory, for tne reason that prices of goods 
have been fixed by law, and at tiftres a rationing svstem has de- 
termined the distribution of geods among the consumers. In such a 
system' there is no necessary connectioir'^between the quantity of 
money and the general price level. A given money income may fall 
into two parts: a portion which can be exchanged for a quantity of 
goods determined by authority; a remaining portion which has little 
value since there is scarcely anything to be bought with it. 

The development of the program has produced a situation in 
governmental financing which is illuminating as a prototype of 
a socialist economy. By 1937 the goverhment had gathered into its 
own hands 95 per cent of the national income as compared witK 
27 per cent in 1928. This of course refers to “income paid out”; a 
considerable amount of real income still accrues dit^ctly* to the 
people, particularly the peasants, in the form of products from small 
land holdings and the like. This large share o£®the national riio«:ey 
income accrues, in the first instance, to the state by virtue of its 
monopoly of all enterprises producing for the market. 

Public finance under these conditions is chiefly an accounting of 
the receipts and expenditures of productive enterprise. Th*e govern- 
ment’s budget records some income from taxes levied dbrectly on 
the citizens, but in the main its receipts consist of portions of the 
income of the government monopolies reserved for purposes of the 
state. These are recorded in the budget as taxes: a “turnover tax” 
on sales, a “profit tax” on railways, factories, farms, etc. But in 
essence all these exactions on the “profit” of business enterprise are 
subtractions from the incomes of the people. The “profit” is created 
arbitrarily by the power of the government to fix both the money 
costs and the sale prices of industry. What soviet public finance 
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means in simple language is thaj; the dictators fix the money wages, 
which determine the people’s income, sufficiently beloi^^ the prices of 
goods to leave a large surplus for their own use. 

Fascism: Present status. The defeat of the Axis Powers and the 
destruction oi the fas^^st societies which they created have left many 
people with the belief that fascism is now a matter of historical 
interest only. This Belief is erroneous. Even today fascist and tjuasi- 
fascist regimes hold j^ower in certain countries. Furthermore most 
* democratic nations contain organized groups pl'ofessiiTg fascist doc- 
trines and attempting to propagate them among^the people. Since 
fascism is still a living thing contending with other social philoso- 
phies for mastery of society, it is important that its essential 
characteristics be understood. 

Comparison of fascism and communism: Similarities. It is a cmi- 
mon opinion that fascism is the direct opposite of communism, 
representing uliiraconservative principles. This opinion is supported 
by the fact that in Italy and Germany, where fascism triumphed, 
the movement ams# as a belligerent opponent of communism. 
Regimes still surviving which are fascist in spirit also condemn all 
forms of radicalism, while in democratic countries where fascist 
ideas are allowed expression, the propaganda of the movement is 
likely to be supported by die-hard reactionaries in politics and 
industry. 

But these aspects of fascism should not be allowed to conceal the 
fact that fascism and communism, in many essential respects, are 
very much alike. Both are revolutionary movements opposed to 
dcfn^cracy; both aflopt the same technique of revolution — direct 
action by a firmly disciplined minority under dictatorial leader- 
ship~*and both aim to establish the same kind of authoritarian 
state practicing terroristic methods; both are destructive of free en- 
terprise 6y reliance on a program of planned economy enforced on 
the people by dictatorial government. They are equally unaccept- 
able to men of liberal mind, because both are alike destructive of 
human freedom. 

Differences between fascism and communism. These similarities 
of communism and fascism have to do with techniques of organiza- 
tion and of operation rather than with ultimate purposes and ob- 
jectives of the two movements. When they existed in actrpl opera- 
tion in neighboring states, the two * systems disclosed striking 
differences in these latter regards. 
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In speaking of these distinctive features of fascism which stand 
in contrast with communism, we must base oi^r judgment on the 
only examples of the system which We have seen in thoroughgoing 
operation — the fascism of Italy and Germany. It may be that these 
features were due to some extent to fortuitoi^ circumstances, such 
as the personalities of the leaders and the contemporary situations 
of the countries internally and in international relations; other 
fascist movements elsewhere may not include them all. 

Judging however from what we have learned of fascism in opef- 
ation, it is unlike communism in the followifig respects: First there 
is a<difference inWie concept of the state. The fascism of Italy and 
Germany worshipped the state as a spiritual entity, apart from and 
superior to the people. As a corollany, fascism is militantly nation- 
alistic. Communism, on the other hand, proposes eventually to do 
away With the state and is in theory airCnternational movement 
not bound by political frontiers. That Soviet Russia has turned to 
nationalism is explained by communist leaders as a necessary reac- 
tion to the condition of world affairs, admittedly contrary to their 
creed. 

Second there is a contrast between the principles on which the 
dictatorship is based. A fascist state is to be dominated permanently 
by a small party, to which only the elite can belong, while com- 
munism, whose governing party is similarly organized in the early 
stages of the state, avows the intention of broadening its base until 
it includes everyone. 

Third the two movements differ in their conception of social 
classification. Communism not only believes in fhe class strug^'as 
a historical fact, but fosters it as a means of social evolution. 
Fascism, on the other hand, denies the historical necessity df the 
class struggle, explaining it as the artificial creation of dema- 
goguery, and insisting that both proletariat and bourgeoisie receive 
their status from membership in the state and are bound by the 
same obligations of loyalty and service. 

Finally one finds a number of minor differences which it is 
difficult to reduce to formula. For example, communism recognizes 
the essential equality of human beings, regardless of sex or race, 
granting to all the same legal rights and admitting them all to the 
same vocations, in the party, in the government, and in industry. 
Fascism, on the other hand, either excludes women from political 
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and social activity 6x subordinates them to men, and it has pro- 
fessed belief in extiiicmie theories of racial superiority. 

There is a difference too befween the attitudes of the two move- 
ments toward religion. Every loyal Communist must be a professing 
atheist. Although th# Soviet government permits freedom of wor- 
ship, it limits the independence and authority of the church and 
looks benevolently en the efforts of the party to stamp out religious 
belief by propaganda. Fascism requires no personal opposition to 
i^ligion of its adherents, and it interferes with the churches only 
when they, as organ i 2 ^ations, are hostile to its purposes. 

We shall not unciertake a detailed study of ^he structure and 
operations of the fascist systems which have vanished as a result of 
defeat in war. Mention might *be made, however, of two points in 
which the economic! programs of ti:ie fascists differed from that of 
communism. 

Fascism made no great use of government ownership and opera- 
tion to put into effect tire economic plan, but relied in the main 
upon private ownership operating tinker strict governmental con- 
trol. This fact has lect to the belief that fascism stands as a guardian 
of private ^property Against e5:propriation by the radicals. 

On the contrary, tne truth is that private property lost all its es- 
sential rights under fasdsixC and private initiative ceased to have any 
meaning; this must inevitably '^be so in such a social order. Business 
enterprises produced in kind and quantity what they were ordered 
to produce by the state; their costs and sale prices were mostly 
fixed by decree; the internal relations of management with workers 
w^f,^ forced to conform to patterns designed by political officials. 

This difference in economic organization caused the financial 
systeips of the fascist and communist regimes to differ. We have 
seen thsK: in Russia government monopoly of productive enterprise 
causes the entire marlf.etable produce of the country to accrue in the 
first instance to the state treasury, and that its monopoly position 
enables the government to employ these receipts in financing its 
program. The fascist governments, having no such resource, were 
obliged to rely on taxes and loans as means of appropriating the 
wealth and incomes of their subjects. This difference of procedure, 
however, means little in terms of human welfare when it is remem- 
bered that the fiscal J>owers of fascist governments are not limited 
by any guarantees of individual or property rights and are wielded 
by an officialdom unresponsive to popular will. 
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General appraisal of radical movements: Authority vs liberty. 
The comple^iity of similarities and contrasts- which characterizes 
the radical movements of^ocialism, communism, and fascism makes 
it diiBhcult to draw any general conclusions which have final valid- 
ity. In the discussion which follows we shall «emphasize their com- 
mon attributes and especially those which stand in most definite 
contradiction to the essential features of a capitalist order. 

One of the chief charges in the indictment of capitalism is that 
this system of society assures.no real freedom for the average man. 
Granting this accusation all the weight it deserves, it certainly re- 
mains true that me evil has been magnified in the systems which 
have been substituted for the capitalist order. We need not dwell 
upon the incidents of massacre, imfftisonment, and brutality which 
have horrified the democratic world; these are characteristic of 
dictatorship regardless of its social phil&l^ophy. But it is of the 
.essence of capitalism, with all its inequalities in rhe distribution 
of wealth, power, and privilege, to rdly upon the voluntary actions 
of individuals to provide for social needs. And it is equally essential 
to any controlled economy to substitute compulsion for voluntary 
action. The modern world now has experience of both methods in 
operation simultaneously and can easily judge of their results in 
terms of human freedom. 

The constitutional socialists will hold this criticism inapplicable* 
to their system, since they support democracy in industry and in 
political government. But it is questionable whether in practice 
they could avoid a wide application of compulsion. Even in a 
democratic regime a system of public controf, instituted ovep Ae 
major economic activities of the citizens, must ramify until it 
embraces practically all the interests of a normal human life. To 
most men a society where the type of work in which a fhan may 
engage, the income which he receives, and the kinds of w^nts he is* 
permitted to satisfy are all determined by authority h&axs little 
resemblance to freedom. 

Planned economy and capital formation. The incentive of an 
interest return is believed to be necessary for the accumulation of 
capital in a systtm of free enterprise. The authoritarian experi- 
ments have shown that capital can be provided without appealing 
in this way to individual self-interest. 

The soviet govertjment in particular has certainly acquired a vast 
capital equipment. There has been some resort to borrowing 
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through interest-bearing government bonds, but the lunds raised in 
this way have been only a small part of the total cii^iital acciinui- 
lation, and the purchase of the bonds by the people has been more 
largely a response to social pressure than to the attraction of the 
promised interest paiymcnt. 

For the most part the capital has been provided by the people 
through savings whftch they either did not know they were making 
or which they could not avoid. Funds raised by ^taxation and goods 
acquired by governmental requisition arg exafnpies o£ compulsory 
savings. A more general form of saving, often unknown to the 
people who have borne the burden, has resultecF from the govern- 
ment’s power to determine che quantities of goods and services 
which were flowed to enter into direct consumption and the quan- 
tities to be employed in the production of capital instruments, a 
power which it possessed by reason of its control of the" entire 
productive system. 

To the average man in Rtissia the effect of this governmental 
policy has appeared in the form of a scarcity of consumption goods; 
he need not know that this scarcity merely reflected the govern- 
ment’s decision to accumulate capital as rapidly as possible or, in 
other words, that he was bearing the burden of saving. It is in these 
ways that a communist regime, if given sufficient authority over the 
‘people, can meet its needs for capital equipment while dispensing 
with the incentive of personal award to the saver. 

But In cQifinection with this matter it should be noted that this 
system has no power to alter the process of capital formation in its 
esiei|)tials. The accumulation of capital involves a sacrifice of con- 
sumable income by some individual or group in society. Neither 
socialism, communism, nor fascism make saving burdenless. They 
can mertly conceal the burden. This concealment is possil)le be- 
cause thd individuals who make the sacrifice do not take part in the 
decision^ of the governing authorities. In Russia it is the dicta- 
torial character of the soviet government which gives it power to 
accumulate capital without the knowledge or against the wdll of 
those who provide income for this purpose. 

In a democratic system the people at large wouf^d be called upon 
to make the decision whether to live more comfortably in the 
present or provide for the increased comfort of later y^ars and 
succeeding generations, and it is a safe conjecture that they W’’ould 
require some real incentive to induce them to forego presciii cii- 
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joyment. The soviet leaders foretell the time when their govern- 
mental regime will be thoroughly democratic* Until the fnatter is 
put to a test at that time we have no evidence that democratic 
socialism — and this is the avowed objective of all socialist systems — 
will be able to acquire and maintain its indispensable capital equip- 
ment while abolishing pecuniary rewards to savers. 

Planned economy and eJfficiency. Since comprehensive planning 
has been put to the test only in Russia, inferences regarding it must 
relate primarily to^that country. It would appear that the sovkt 
experiment in economic planning has been, on the whole, a 
success. It is tro that things have not gone always according to 
prediction. There have been partial failures and unforeseen diffi- 
culties in many branches of the program, but this is to be expected 
of so gigantic and complex undertaking. The planning comi- 
missioTi has succeeded in guiding the natcpn’s economic activity in 
general toward the goals set up in advance, and this achievement 
has been interpreted as evidence of a<superior virtue in communism 
or socialism. 

No such inference can be drawn from the tatlrs. Systems of free 
enterprise proved equally capable dufing the war'^of mobilizing all 
their energies in support of national goals, and their reliance on 
individual initiative was far more effective in increasing production 
than the compulsions of authoritarian governments. This was but 
another example of the vitality of capitalism, its ability to adjust to 
altered conditions. 

The point at issue between the two sysfbms, however, is whether 
in normal times, not in times of emergency, igiore can be acconf^ 
plished for the common economic good by leaving decisions to 
dictatorial public officials than to the people acting under the spur 
of self-interest. It is certainly a conservative appraisal of tfee record 
to say that the Russian experiment has not demonstrated the 
superiority of the former method. The success of the exp^iment in 
economic planning has been due to the dictatorship whose power 
stands behind it, and any equally strong dictatorship, whether of 
a socialist or a capitalist variety, would be able to accomplish 
similar results. Recalling again that communism in its true form 
j)rcsupposes a regime of democracy, the Russian experiment gives 
us no assurance as to the practicability of this aspect of the com- 
munist program. 

Furlhcrmore in Russia the attempt at economic planning has 
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been greatly facilitated by certain special condition in the country. 
Throughbut the entire period, thfe country has been laboring under 
conditions of extreme scarcity in all departments of its economic 
life. There has been a dearth of virtually every type of good and 
service, both for the j^aiisfaction of human needs and for the de- 
velopment of basic productive equipment. 

In many respects ^uch a situation greatly simplifies the task of a 
planning commission. There is no problem of oversupply in any 
iil*e of production; the authorities can safely a^psume a consumers’ 
requirement larger than any product ^hat it is possilhe for them 
to provide. There is no danger of an excess of lalYjr in any branch 
of activity, since all are aliko> under-supplied with labor. No great 
thought need be given to the question whether the people w^buld 
prefer more of this good and less of Xhat, or would desire different 
styles or qualities of gooAy since in the prevailing scarcity tliEy will 
be happy to have any increase at all in the provision for their 
needs. 

Obviously this condition is not typical of advanced industrial 
societies, where tKt- problem is one of relative overproduction in 
certain lines of activity and relative oversupply of certain types of 
labor and capital, and where the preferential demands of the 
people must be considered: In these more typical situations, the 
task of a planning commissionT must be immensely more complex 
and difficult, and until the planned economy has been tested 
under these more typical conditions, it is unsafe to pass favorable 
judgment upon it. 

What has been sgid applies in some measure also to economic 
planning in a fascist regime. It is unthinkable that anyone seri- 
ously desires the nations of the world to remain perpetually on a 
war footing, thlir entire life dominated by the voracious demands 
of militarism. What success economic planning had in Germany 
and Italy^ is pertinent almost exclusively to war. But the efficiency 
of a planned economy as compared with one of individual enter- 
prise can be decided finally only in terms of the welfare of the 
people in peacetime. Neither communist nor fascist experiments 
give us evidence in support of the planned economy under normal 
conditions. 
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Ability to pay, 486-’® 1 
Acceptance, 287-88 

Accounting, for corporation, 45-54; 
for individual proprietorship, 54; 
for .partnership, 54 
AscideMs, industrial, 678-81 
Advantage, law of comparative, 532-39 
Advertising, 207-208 
Aged, pensions for, 674-75 
Agricultural Adjustment Act o& 

728- 32; objectives of, 728; control of 
production under, 729; and agri- 
cultural recovery, 731; and business 
recovery, 731-32; comparison with 
let of 1938, 733 

Agricultural Adjustment Act of 1938, 
733-36; comparison with act of 1933, 
733; “evei-noimal granary” of, 734- 
35 

Agricultural Marketing Act of 1929, 
726-27 

Agriculture, and large-scale produc- 
tion, 61, 161-62; increasing costs in, 
176-77; government aid to, 343-44, 
730-33; prices in, 396, 721-23, 725- 
31, 738-42; rent in, 394-401; prob- 
lems of American, 7l9-'43; economic 
peculiarities of, 719-21; during the 
First World War, 721-23; incomes 
in, 721-23, 734, 737-38, 741-42; in 
1920’s, 723-25; depression in, 725; 
federal programs for, 726-40; debt 
in, 726, 738; relief, 1921 to 1929, 
726-27; marketing act of 1929 for, 
726-27; control production in, 
729, 731, 740; acreage allotments in, 

729- 31, 734; insurance in, 734-36; 
dispositi%n of surplus commodities 
in, 736; expansion of,» 738; appraisal 
of ^government policy in, 740-43; 


production during Second World 
War, 740; in Russia, 821 
Agricultural credit agencies, 343-44 
Air carriers, 768 

American Federation of Labor, 684-86; 

political activity of, 692 
Accidents, compensation for indus- 
trial, 678-81 ■ 

Aijti-inftation act of 1942, 739-40 
Anti-tiust laws, 770-71, 772-79, 788-89 
Apportionm^t of property tax, 462- 
63 

Arbitrage, 539 

Arbitration, 709-18; voluntary, 710-12; 
compulsory, 714-18; appraisal of 
compulsory, 717 

^sessment, of property tax, defined, 
462; organization, procedures, and 
results of, for property tax, 463-66; 
special, 457-58 
Assets, (Tefined, 45 

Auction, common, Duyer’s, 94 

96 

Balance of payments, international, 
569-73; of the United States, 570-71 
Balance sheet, explained, 45-49; 
bank’s, 288-92 

Bank credit, 282-312; importance of, 
282-83; elasticity of, 308-10; quali- 
tative or quantitative control of, 
327-30; expansion of, before 1929, 

335- 36; liquidation of, aftei 1929, 

336- 37; government support of, 342- 
43; for agriculture, 343^4; for real 
estate, 349; for speculation, 349-50 

Banking act of June, 1933, 271, 273 
Banking act of March 9, 1933, 270 
Banking, principles of, 280-312; 
branch, 333-34, 338-39; chain, 334; 
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American system of, 31! 31; history 
of American, 313-18; lecent develop- 
ments in American, 332-52; weak; 
ness of American, 334-35, 351-52; 
legislation concerning, since 1929, 
338-41; functions assume^ t)y Ameri- 
can government, 341-52; criticism of 
government, 345-46 
Bank notes, national, 3l5rl6, 324-26; 
compared with deposits, 306-308; 
#fined, 306; regulation of, 307-308; 
federal reserve, 324-26; elasticity of, 
324 

Bank of the United States, first, 313- 
14; second, 314 
Bank reserves. See Reserves 
Banks, central, i313-15 
Banks, closing of (Marcl^ 1933), 270; 
types of, 283-84; reserve ratios of, 
300-305; American focal (state), 313- 
15, 332-33; muti^l savings, 332-33; 
number of, 332-33; private, B32-33; 
failures of, 337-38, 34i-42; capital 
requirements of imrJcThal, 339-40; 
and RFC, 341-43; reopening of 
(1933), 34^* for cooperatives, 344; 
trends in operations of commercial, 
352; and foreign exchange, 559-60 
Banks, home loan, 344-4p 
Ifeanks, land, 343 
Barter, 14, 253-54 

Bill of exchange, 556, 558; determina- 
tion of rate -Joy demand and supply 
of, 560-61 

of lading, 556 

Bimeidllism, 263-67; ajijustment of 
discrepancy in ratios under, 265-67; 
Thor»»as amendment permitting, 
274 

Bonds, explained, 43-44|; payment of 
interest on, 43, 49; and stock com- 
pared, 4?; government, 790-91 
Borrowing, spendthrift, 383; for con- 
sumption and time preference, 385- 
86; purposes of, 385-86; by govern- 
ment, 386-87, 521-25; for agricul- 
tural production, 733 
Bounties, protection by, 610-11 
Brassage, 275n 

Bretton Woods Agreements, 553n, 590, 
593-94 

Brookings Institution, 730 


Budget, explained, 525-26; of United 
. States government, 525-26; of Great 
Britain, 526; effect of-^Legislative Re- 
organimtion Act on U. S., 527; 
balancing of U. S. government, 527- 
30 

Business activity, index of, 617 
Business cycle, 614-39; and accidental 
irregularities, 615; characteristic fea- 
tures of, 616-19; levival, 616, 621—22; 
recession, 617, 624-25; depression, 
617 6^; major and f^nor, 618-19; 
variations in, 619-20; characteristic 
casual relation#iip of, 620; pros- 
perity, 622-24; forces initiating, 627; 
theory of matured economy, 62.8-31; 
restrictions on free economy, 631-33; 
find unemployment, 640-42, 646; 
socialist explanation of, 804- 305 
Business firm, function of, 35-36 
Business management. See Entre- 
preneur 

Business taxes, 478-79 
By-products, and laige-scale produc- 
tion, 64 

Canada, compulsory investigation of 
labor disputes in, 713 ^ 

Canal, development of early, 745-46 
Capital, a factor of production, 21-23; 
accumulation of, 23-25: defined, 
47n, 231n; growth of, 57-59; and in- 
come, 231-32, 238; and property, 
232-33; valuation of, 233-50; in- 
come of, 374n; accumulation of, 
375; non-business demands for, 383- 
87; time preference and formation 
of, 410-11; formation during 1930's, 
629, 631-35; accumulation of, « in 
Russia, 824-25, 829-30 
Capitalism, socialist view of, 798-801 
See also Free Economy 
Capitalization, of taxes, 481 
See also Discount 
Capital stock, 41-43 
Chain store, 785; taxation of, 785-86; 

legislation directed at, 785-86 
Check, bank, 29Sf-96 
Chicago Board of Trade, 96, 174-75 
Child labor, 663-67; use of taxation to 
regiilate, 505; characteristics of, 663- 
64; extent of 664-65; effects of, 665; 
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legal regulation of, 666-67; uncon- 
stitutionality of laws regulating, 667; 
^bargaining p^wer of, 670-71; wages 
of, 670 

“Class rates,” railroad, 759 
Class struggle, 801-802 
Clayton act of 1914, 770, 774, 777-78 
Clearing house, 296-99 
Clearings, bank, 295-99; by Federal 
Reserve, 352 
Clpsed shop, 698-700* 

Closed imioii?^98 

Coal industry, regulation of, 783-84 
Codes, of fair c^petition, 782-83; 
labor, 782-83 

Coini^ge, 261; free, 261; gratuitous, 
261; under bimetallism, 263-65; of 
silver dollars, 275, 277-78 
Collateml security, 556 
Collective bargaining, 694-98; of child 
and women labor, 670-71; legality 
of, 687-88; under Labor Manage- 
ment Relations Act, 690; benefits to 
employers of, 695-96; conflict over 
method in, 696-97 

Colorado, Industrial Commissions Act, 
713 

uombination, and large-scale produc- 
tion, 56-74; defined, 67; formation 
of, 67-68; horizontal, defined, 68; 
motives for, 68; economies of, 69-71; 
vertical, defined, 71; technical ad- 
vantages of vertical, 71; weaknesses 
of specialization in, 72-74; earnings 
of, 72-73 

Commercial banks, operations of, 283- 
300; balance sheet of, 288-92; col- 
lection between, 295-99; volume of 
clearings of, 298; increasing impor- 
tance of investments of, 299-300; 
portfolio of, 299-300; number and 
size of, 332-33; legislation concern- 
ing, since 1929, 338-41; divorced 
from investment banking, 340-41; 
trends in operations of, 352 
Committee on Industrial Organization, 
685-87; political activity of, 692-93 
Commodity -Credit Corporation, 733, 
742 

“Commodity dollar,” 370 
“Commocuty rates,” railroad, 75f~60 
“Commodity reserve” scheme, 371 


«45 

Common laM^, 38n; in partnerships, 38; 
of negligoice in Industrie accidents, 
679-80 

Common stock, 42 
Consumer, protection of, 779-80 
Communisi|, 812-26; hostility to tree 
enterprise, 81; doctrines of, 813-14; 
organization in Russia, 814-16; inter- 
national ofganization of, 816-18; 
program of, 818-26; and fascism, 
826-27 

Communist unions, 823 
Conciliation, in labor disputes, 706- 
708 

Cooperation, 27; simple, 27-28; by di- 
vision of labor, 28-29 
t^ompany unions, 69Q^-91 
Comparative advantage, principle of, 
532-39. 595, 597 

Compensation laws, workmen’s, 678- 
81; constitutionality of, 680-81 
Cempeiing cost goods, prices of, 244- 
45 

Competing goo^, prices of, 243-44 
Competition, 76-77 » 100; types of, 100; 
supply under, 168-84; pure and im- 
perfect compared, 200, 211; quality 
and price in, 202-203; “cutthroat,” 
22^21; benefits of foreign, 605; in 
transportation, 752-58, 762; main- 
tenance of, 769-72; and monopoly,' 
769, 772; restraint of, 770-72; “fair,” 
771; mergers, 77^; prevention of 
unfair, 778; plane of, 779-80; legis- 
lation to restrain, 780-88; unfafr 
methods of, 780; under NIR.?, 782- 
83; in soft coal industry, 783-84; so- 
cialist criticism of, 797-99, ^06 
See also Imperfect compe|^tion; Pure 
competition 

Competitive price, and public interest, 
87; laws of, 111-12; theoi^ and prac- 
tice, 246-50 

Complementary goods, prices of, 244 
Compulsory investigation, of labor dis- 
putes, 712-14 

Constant costs, conditions essential for, 
177 

Constitution of United States, and in- 
come tax, 468-69; limitations of 
taxation, 482-83; and taxation, 506- 
507; proposed child labor amend- 
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ment to, 667; and wommen's com- 
pensatioft laws, 680-81; SK^Nd'tional I 
Labor Relations Act, processing 
taxes, 7S2; and NIRA, 783 
Construction, during 1930’s, 636-37 
Consumer, influence of, on price, 85, 
90, choices, 125 

Corporation, importance of, 38-39; 
nature of, 39-41; forn*s of securities 
of, 41-44; property account of, 45- 
income account of, 51-54; power 
of, to own stock, 67-68; valuation of 
the, 248 

See also Corporations; Trusts; Hold- 
ing company 

Corporations, assets of largest, 65-67; 
giowth of la^e, 66-67; concentra 
’ tion of, control of, 66-67; income of, 
66; savings by, 412-13: taction of, 
466-72, 494; abuses by, 792 
Cost, defined, 9; rel^ionship to supply, 

156- 57; effect of future, on •Supply, 

157- 58; fixed, 158-59, variable, 158- 
59, 171; effect of eiigjiaiflsion of out- 
put on, 159-61; when plant is fully 
utilized, 159-60; analysis of, 1^9; 
average, 162-64, 168-70; marginal, 
162-66; relation to output, 164-66; 
schedules and curves, 164-65; effect 
upon seller’s policy when pric*^ 
above average, 168-70; effect upon 
seller’s policy when price below 
average, 170-itl; long-run and short- 
run, 171-72; effect on volume of pro- 
duction, 171-72; increasing, 175-77; 
constant, 177-80; decreasing, 182-84; 
of production and discounted in- 
come,,. 240-46 

See also ^J^farginal cost 
(lost of goods sold, 52 
CTosts, geneial and administrative, 52; 
selling, other, 52; of govern- 
ment, 454-55; in agriculture, 722- 
23; of transportation, 749-52 
Cotton, government measures affect- 
ing, 728-33 

Creciit, 280-83; commercial, 281-82; 
function of, 282-83; depends on 
savings, 282-f?^; exchange through 
bank discount and deposit, 292-93; 
elasticity of bank, 308-10; control 
of, 327-30; control of rediscount 


rates, 328; contfol by open-market 
operations, 328-30; control by regu- 
lation of reserve ratios, 330; for 
agriculture, 343-44; for housing, 
344-45; speculative use of, 349-50; 
effect on gold movements of trans- 
fers of, 567 
See also Bank ciedit 
Credit money, 258; irredeemable, 267- 
69 

Crop insurance, ^34-36 
Cun»nc> basal on p^ey, 255-56; 
defined, 256; need of elastic, 308; 
quantity of, ai^ value of money, 
361-63; velocity of circulation of, 
and value of money, 363 
Customs tariff, 473-77; income from, 
476-77; shifting and incidence of, 
480; use by federal governmefit, 
515-17 

Cycle, see Business cycle 

Death taxes, 477-78 
Debt, war, 337; and fluctuating value 
of money, 367; moratoria of inter- 
national, 585-86; in agriculture, 722, 
726, 738 

See also Government debt 
Decreasing-cost industries, 182-84 
Deed, 13-14 

Deficit, government, 455 
Demand, 125-151; and large-scale pro- 
duction, 61; and price, 102-103; 
schedule of, 103-104, 139-43; curve 
of, 105; and supply together, 107- 
11; laws of supply and, 111-12; two 
possible meanings of, 112-14; effect 
of changes on pi ice and quantity 
exchanged, 115-19; relation to mar- 
ginal utility, 133-35; and desire, 135- 
36; relation of marginal utility to, 
136-39; individual, 136-39; rational 
basis of, 138-39; defined, 139-40; 
total, 139; actual schedules, 141-43; 
law of, 143; elasticity of, 146-51; 
and price under imperfect competi- 
tion, 192-94; importance of ascer- 
taining facts of, 203-205; stimulation 
of, 205-208; under imperfect com- 
petition with few sellers, 217; under 
monopoly, 227-28; partly aetermined 
by discount, $38-40; for productive 
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factors, 374-92, laws of, for produc- 
tive factors, 381, 389-90 

Deppsit insiirand^s, 348-49; appraisal 
of, 348-49; and government Regula- 
tion of banks, 352 

Deposits, a form of currency, 255-56; 
pooling of savings by, 282-83; de- 
fined, 292; demand and time, 292; 
comparison with bank notes, 306- 
308; elasticity of, 309-10; reserves 
against, 326-27; government regula- 
tion of inte«i«£ on, 3-35; an4 vaijue 
of money, 36i-63; velocity of circu- 
lation of, 363 

Depreciation, of dollar, 271-73; and 
inter<^st, 418 

Depression, of 1929, 268-70, 336-37; 
and federal expenditure, 511; and 
federal ^revenues, 516-17; in business 
cycle, 617, 621, 626; of the 1930’s, 
628-29; in agriculture, 723-25; and 
destructive competition, 780-81 

Devaluation, of the dollar, 271-7© 

Dictatorship, hostility to free enter- 
prise, 81 

Diminishing returns, 379-80; law of, 
177, 380; importance of principle of, 
m-, and borrowing, 385-86; in agii- 
culture, 394-96; and marginal cost, 
395-96; on urban lands, 402-403 
See also Marginal cost 

Discount, formula, 235-37; process of, 
237-38; and laws of price, 238-40; 
creation of credit by bank, 283; 
bank, 285-86; by federal reserve 
banks, 321-22; of speculative loans, 
349-50 

Discrimination, in rail rates, 755-58 

Distribution, meaning of, 374; func- 
tional, 374; and process of produc- 
tion, 376-77; of income, 390-92; rise 
of mass, 784-85 
See also Taxation 

Dividends, declaration of, 42; payment 
of, 49-50; stock, 49-50; taxation of 
corporation, 470-71 

Division of labor, 28-33; within trades, 
28; by trades, 28; economies of, 29- 
30; effects on labor, 30-31; and ex- 
tent of market, 31; territorial, 31-32; 
a form # cooperation, 32-33; and 
interregional trade, 5^1-32; exten- 
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sion by multilateral trade, 537-39; 
internationfl, 597 

dollar, devaluation of, 271-73; sLabili- 
zation of exchange \aliie of, 273- 
74; commodity or stabilized, 368- 
73 

Draft, 287-88; demand or sight, 558 
“Dumping,*’ and protective tariff, 607, 
608 

Economic fluctuations, 614-16 
Economic freedom, and the control o£ 
production, 75-87 

Economic nationalism, See National- 
ism, economic 
Economic rent, 393-408 
iSee also Rent 

Economics, foundations of the science 
of, 1-16: .defined, 4-5; a science, 5-6 
Elasticity, of demand, 146-49; of sup- 
ply, 181-82; of jsupply, influences 
affectirfg, 181; of supply, limits of, 
182 

Employment, '•irj^ex of factory, 618; 
during the 1930’s, 628-29; fluctua- 
tidtis in 640-42; part-time, 642; sea- 
sonal fluctuations in, di^-46 
See also Unemployment 
Employment offices, public, 649-50 
Entrepreneur, 26, 375-76; function of, 
26-27; and risk, 26, 444-45; a “fac- 
tor of production,” 27; function in 
business firm, 35; inceiiti%^e 5f, 445- 
46 

Entrepreneur-aemand, law of, 380-81; 
total, 381 '' 

Equalization, of property tax, 462 
Equities, defined, 45 
Erdman act, 709 
Estate tax, 477; federal, 516-17 
Excise taxes, shifting and incidence of,' 
421; federal, 472-73, 515-id7;. "state, 
473 

Exchange, 14, 96-97; determination of 
price on organized, 102-12 
See also Foreign exchange; Bill of 
exchange; Trade; Exchange rate 
Exchange Equalization Account of 
Great Britain, 369, 589 
Exchange I'ate, 557; stabilization of, 
369 

See also Foreign exchange rate 



INDEX 


848 

Expend! turCvS, government. See Gov- 
ernmetit expend! tin esv 
Expense, geneial ancf admin istrativt , 
52; selling, 52; other, 53 
Exports, importance of, 536-37; bal- 
ancing imports and. !j 36-37, 549; 
world, 542; United States, 546-48; of 
U. S. in relation to production, 547- 
48; financing, 555-^7; reaction of 
exchange rates on, 567-79; and anti- 
trust laws, 778-79 

Factors of production, business de- 
mand for, 378-81 

Factory laivs, relation to free enter- 
prise, 79-80 

Fair Labor St^dards Act of 1938, 667, 
672-73 

Fair trade laws, state, 787^8 
Farm. See Agriculture 
Farm Credit Administration, 343, 727 
Farm problem. See Agriculture 
Farm Securitv Administiation, 737 
Fascism, 826-28; communism, 

826-28 

Federal Coal Conishission, 784 
Federal Crop Insurance Corporation, 
734 

Federal Deposit Insurance Corpora- 
tion, 346-48 

Federal Farm Board, 726-27 
Federal Home Loan Bank Administra- 
tion,'345 

Federal Housing Administiation, 345 
Federal Mediation and Conciliation 
Service, 709 

Federal National Mortgage Associa- 
tion, 345 

Federal Public Housing Authority, 345 
Federal reserve banks, 318-31; dis- 
counting by, 321-22; rediscounting 
by, 324-22; notes of, 322-24; de- 
posits in, 326; reserves of, 326-27; 
rediscount rates, 328; open-market 
operations of, 328-30; legislation 
concerning, since 1929, 338-41 
Federal Reserve System, 318-31; es- 
tablishment of, 318; organization of, 
318-19; membership in, 319-21, 351; 
open market operations, 328; regula- 
tion of reserve ratios, 330; clearing 
system, 330-31; government fiscal 


agency, 331; pOwers ©f board of, 350, 
352 

Federal Trade Con’*mission, 774;. ac- 
tivities against restraint of trade, 
777-78; and unfair methods of com- 
petition, 780 

Federal Trade Commission act, 770- 
72 

Fees, defined, 456-57; distinguished 
from taxes, 457-58; and special 
assessment, 457-58 
Fipn, ^he biTkiness, 

Fluctuations, economic, 614-16 
Food and Dru^^ract of 1906, 779-80 
Food and Drug act of 1938, 779-80 
Foreign exchange, 555-69; ^govern- 
mental control of, 369-70; for trans- 
actions other than trade, 558; 
market in, 560; role of Jbanky in, 
559-60; sterling, 561, 588-89; in- 
direct, 564-65; equilibrium prior to 
First World War, 575-76; war and 
pt»st-war conditions of, 575-76; under 
irredeemable money standards, 576: 
purchasing power par of, 577-79; 
stabilization of, 583-88; government 
control of, 585-88; clearing svstem, 
587-88; functions of InternafWfial 
Monetary Fund in, 592-94; restric- 
tions under International Monetary 
Fund, 593-94 

See also, Foreign exchange rate; 

Exchange rate 

Foreign exchange rate, defined, 560; 
explained, 560n; mint par of, 560- 
61; determination by supply and de- 
mand of bills, 560-61; gold points 
of, 561-64; limits to flow of gold, 
565; effects of imports and exports 
on, 567-69; under purchasing power 
par, 578-79, 597-99 

Foreign investments, 549-54; reasons 
for, 549-50; of the United States, 
552-53 

Foreign trade. See Interregional trade 
France, government regulation in, 76 
Freedom, economic, and control of 
production, 7^-84 

Free economy. 78; reform to make 
work, 79-82; reform to displace, 80- 
8f>- geographical exftnt, 82-83; 
recent resft'iction on, 631-33; eco- 
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Domic progress and ’the preservation 
of, 638-39: present status of, 796- 
9^ adaptabilityi^of, 810-11 
Free tiade, 76-77, 595, 605-606; yean- 
ing of, 597n 

Functional distribution, 374 

General property tax, evolution of, 
462; general description of, 462-66; 
assessment of, 462; importance in 
American tax systems,t463; organiza- 
tion, procedjy^es, anc? resiilts ^of 
assessment, 465-66; revenue from, 
463; taxation of int^gible property, 
466; application to corporations, 
466-67; reform of, 467-68 
Ghent system, of unemployment relief. 
656 

Gold, used as money, 259-60; 

as standard money, 260-67; and 
silver under bimetallism, 263-64; 
embaigoes on exports of, 269; sur- 
lender of, in 1933, 270-71; hoarding 
oi, 270-71, 276; clause concerning 
payment in, 273; policy of purchas- 
ing, 272; nationalization of, 272-73; 
Treasury’s profit in, through de- 
?Stuation, 273-74; bullion used to 
settle international balances, 276, 
562"-64; holdings of, of Federal re- 
serve banks, 277-78; stock of, in 
United States, 277-78; international 
flow of, 562-64; effect on price levels 
of movements of, 566; “sterilizing,” 
566n; effects of credit transfers on 
movements of, 567; desirability as 
import, 572-73; world price of, 593 
Gold bullion standard, 262 
Gold certificates, 277-78 
Gold exchange standard, 262-63, 582 
Gold points, of foreign exchange, 561- 
64 

Gold reserve act of January 30, 1934, 
272-73, 589 

Gold standard, 260-62; characteristics 
of, 260-61; Great Britain and, 260- 
61, *580-82; return to, during re- 
covery, 269, 580; w5r-time desertion 
of, 269; abandonment of, following 
1929, 269-70, 583; and foreign ex- 
change fates, 561-63; and «gold 
movements, 572-73 
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Government, hinctions of, under laissez 
yaire, 77; ccjitiol of money 254-59, 
'banking f inactions assumed by 
' American, 315-31, 341-52; indepen- 
dent treasury system of U. S., 314, 
331; Federal Reserve System the 
fiscal agent ^)f U. S., 331; borrowing 
of, 386-87; its place in the economy, 
452-53; grade$,of American, 453; or- 
ganization of American, 453-54, 
American units included, 453n; 
functions of, 454; sources of incom^ 
of, 454-55;^ costs defined, 455; financ- 
ing primary functions of, 455; cost 
of, 502-14; borrowing by, 521-25; 
political activity of unions and struc- 
ture of, 692 

Government bonds, 790^91 
Government debt, 521-25; security of, 
522-24; of United States, 524-25 
Government banking criticism of, 345 
Gov^rnmfnt budget, Budget 
Government expenditures, 508-14; in- 
crease of, 598-509: federal govern- 
ment, 509-14,'^*' 527-30; American 
statue and local, ^12-14; functional 
analysis of American, 512-14; dis- 
tribution among grades, 512; during 
the r330’s, 628-29 

Go7ernment industry, 789-95; financ- 
ing of, 455; savings of interest and 
profits, 790-91; financial efficiency of, 
792-93; motives in, 793-94; political 
interferlhce in, 793; versus private 
industry, 795 

Government reflation, of indnsti^'? 
75; in Soviet Russia, 75; in Great 
Britain and France, 76; of prices, 
89; of monopoly, 228, 268-75, 770- 
71, 772-79, 795; of note issue, 308, 
309-10, 315-16; of banking, S38-49;i 
of foreign exchange, 368-73; of child 
labor, 505, 666-67; of coal industry, 
505-506, 783-84; of business cycle, 
506; of trade, 609, 772-79; of col- 
lective bargaining, 697-98; of wages, 
672-73, 782-83; of strikes, 706-18; 
of agricultural production, 729-31, 
740; of transportation, 753-54, 762- 
66; of industiy and trade, 769-95; 
types of, 769-72; reasons for, 769-72; 
of trusts, 770-71, 772-79; of seeuxi- 
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ties, 771; of holding mmpani^, 771- 
^72; ofncompetition, 76p~-88; of hoiirs 
of labor, 782-83; of labor, 782-83 
Government revenues, federal, 514—17’, 
527-30; state, 517-20; local, 520-21 
Great Britain, governmerft regulation 
in, 76; status in free etonomy, 82-83; 
preferential tarilf arrangements, 611; 
loan and financial argreement of 
19^16, 613 

^‘Gresham’s law,’* 265 
^ffey-Vinson act, 783-84 

Higgling, 92-93 

Highway system, topographic Hmita- 
, tion of, 748-49 

Holding company, 772; use by bants, 
339; government regulation of, 771- 
72 

Home loan banks, 344-45 
Hours of work, 661-63; under Fair 
Labor Standards Act, 672^73 
Housing, federal credit agencies for, 
344-45 

Imperfect competilion, 101-102. 186- 
208; defiifed, 102, 190-91; conditions 
of, 186-92; individuality of product, 
187-89; few sellers, 189-90, €15-23; 
large offering of one seller, 1^0; 
seller’s problem under, 192-94; price 
and demand under, 192-94; mar- 
ginal* revenue under, 194-95; 
marginal cost and marginal revenue 
under, 195-97; maximum profits 
Uniier, 197-99; sellef’s liberty under, 
200-202; effect of buyer’s preferences, 
212; many sellers and differentiated 
procnict, 211-15; fewness of buyers, 
223-24 

See aim Competition, Pure com- 
petition 

Imports, importance of, 536-37; bal- 
ancing exports and, 536-37, 549; 
U. S., 545-46; financing, 557-59; re- 
action of exchange rates on, 567-68 
Incidence, of taxation, 479-81 
Income, defined, 9; net, 9-10, 469; 
measurement of, 10, lOn; distin- 
guished from wealth, 10; of corpora- 
tions, 51-54; present value of future, 
231-38, 383-86; and capital, 231-32, 


238; types of; 374-76; implicit and 
explicit, 376; functional distribution 
and national, 390 92; surplus, 407- 
408; labor’s share of, 425-40; law ot 
proportionality and, 438-40; profits 
a residual, 443-44; sources of gov- 
ernment, 454-55; gross, 469; na- 
tional, 508, 725; in agriculture, 722- 
23, 725, 738, 741-42; and parity 
prices, 734, 741-42 
See also Disiribution 
Income tax, nistorical feackground of, 
468 - 69 ; and constitution of United 
States, 468~6<^ general description 
of, 469-72; individual, 469-72; ex- 
emptions, 469; corporation, 469-72; 
rates in United States, 469, 471; 
partnerships, 469; rates in Great 
Britain, 471; elasticity o^, 471*“72; 
revenue from, 472; shifting and in- 
cidence of, 479-81; federal, 516-17 
Increasing costs, 175-77 
Ind«jDendent treasury system. See Gov- 
ernment 

Index numbers, 355-59 
Individual proprietorship, 36 
Industrial conflict, devices to prevent 
or settle, 706-18 

Industrial unions. See Labor unions 
Industry, geographical shifting of, 500 
Inelasticity, of demand, 149-51 
Inflation, 372, 576; effect on exchange 
rates, 578-79 
Inheritance tax, 477-78 
Injunction, in labor disputes, 706 
Insurance, of bank deposits, 346-49; 
and time preference, 384, 384n;,and 
interest, 418; of unemployment, 655- 
60; of unemployment in Great 
Britain, 656-58; of old age, 675-77; 
of industrial accidents, 680-81; in 
agriculture, 734-36 

Intangible personal property, taxation 
of, 466-67 

Interest, 410-24; defined, 234-35, 375; 
link between present and future 
values, 235-37; formula, 235*; and 
discount, 285 86; unearned, 285; 
government regulation of rates on 
bank deposits, 346; rate of, 377-78; 
rate of, and government borrowing, 
386; and loan market, 387, 411; im- 
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pHcit and explicit, 392, 442-43; 
supply of loans and rate of, 413-14; 
tjHPntity of moiiey and rate of, 414-- 
16; bank reserves and late of 415- 
16; lack of uniformity in rates of, 

416- 17; tiue and nominal rates of, 

417- 18; and depreciation, 418; and 
wages of management, 418; and in- 
surance, 418; as a private income, 
420; regulation of, 421-22; intei- 
fej;ence with rates oi 421-22; sav- 
ings of, 790'<i®-^ 

Interlocking directorates, 777-78 
Intermediate goods, 21 
International Bank for Reconstruction 
and Development, 553-54, 590 
International Conference on Trade 
and Employment of 1947, 611-12 
Internatienal Monetary Fund, 590-94; 
objectives, 590-91; organization, 
591; operation, 591-92 
International trade. See Interregional 
trade ^ 

Interregional investment, 549-54 
Inteiiegional trade, 531-54, 586-87; 
bases of, 531-32; and division of 
labor, 531-32; and production, 531- 
52; and industrialization, 540-41 
Intel vSt'ate commeice, regulation of, 
185-86, 753-54, 762-66; minimum 
wages in industiies in, 672-73 
Interstate Commeice Commission, 
753-54, 763; and rules for control of 
railioad rates, 763-64 
Invention, 25-26, 643; a prerequisite of 
large-scale production, 60-61; and 
decreasing cost industries, 183-84 
Investment, under-, 423; interregional, 
549-54; foreign, 549-54; and levival, 
621, 627; during recession, 624-25; 
alleged decline in opportunities for, 
630; failure during 1930's of revival 
of, 631-37 

Investment banking, divorced from 
commercial banking, 340-41 
Irredeemable money, 257, 267-69 

Joint cost goods, prices of, 245 
Justice, in taxation, 492 

Kansas, compulsorv arbitration in, 
715-16 
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Labor, 20-2 l,f 375; non-business de- 
mand for, ^52-83; demand for, 42;/- 
26, 642-43; tfte wage rates of, 425- 
40; supply of, 426-27, 642-43; 

wages and interdependence of types 
of, 428-29, its share of social income, 
438-40; proLection and demand for, 
600; restrictive practices of, 636; re- 
serve of, 646* immobility of, 648- 
49; stabilizing demand for, 651-52; 
hours of, 661-63; unemployment 
and defensive policies of, 646-48; m 
Russia, 822-24 

See also Labor unions; Lhiemploy- 
ment; Wages 

Labor, child. See Child labor 

Labor exchanges, 649-50 

Labor Management Relations Act, 
689-90; ^.Ifect on company unions, 
691; provisions concerning political 
activity, 692; union welfare funds, 
6^; collective bargaining provisions 
of, 697-98; closed shop provisions 
of, 700; strikes and lockouts, 706; 
conciliation and mediation pro- 
visions of, 709-1*0; compulsory in- 
vestigation of labor disputes, 713- 
14 

Labor movement, The American Or- 
ganized, 682-718 

Labor problems, other than unemploy- 
ment, 661-81 

Labor unions, unemplovment insur- 
ance of, 655-56; conditioning factors, 
682-83; defined, 683; company 
unions not included under, 6b"./, 
craft or trade, 683-84; federation of, 
684; industrial, 684-85; conflict of 
rival types of, 685-87; legal pusition 
of American, 687-88; membership 
of, 687; legal responsibility of, 690; 
conflict with company unions, '691, 
political activity of 691-93; benefit 
systems of, 693-94; and collective 
bargaining, 694—98; recognition of, 
694-95; welfare funds, 694; and 
wage rates, 694-95; closed, 698; and 
closed shop, 698-700; restrictive prac- 
tices of, 700-701; and strike, 701- 
706 

See also Company unions 

Labor, woman. See Woman labor 
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Labour Party, of Gre£ Britain, 808- 
809 

Laissez jaire, explaii^ed, 76-77; it®.- 
action from, 78-83 
See also Free economy 

Land, 20-21, 374-75; non business de- 
mands for, 387-89; immobility of, 
389; pioductivity of, 393-94, 398-99; 
alternative uses of agaarian, 400- 
401; varying productivity of urban, 

401- 402; inequality of urban, 401- 
402; diminishing returns on urban, 

402- 403; value of, based on rent, 

403- 404; shifting of tax on value of, 
480-81; taxation and utilization of, 
501-502 

Land banks, federal, 343 

Large-scale production, and combina- 
tion, 56-74; and the standard of liv- 
ing, 56-77; growth of, 59-60; im- 
portance of, 59-60; conditions 
nectrssary for, 60-61; j revalance 
among industiies, 61, economies of, 
61-64; limit to effici^wicy of, 161-62 

Legal tender, 254-55; American, since 
1933, 273 

Legislative Reorganization Act of 1946, 
527 

Liability, unlimited, 36, 37; double, 
40; limited, 40 

Liabilities, defined, 45; types of, 45 

License taxes, 478 

Loans, security for, 287; payment of, 
290-91; on real estate by anks, 349; 
and capital, 375; demand for, 378- 
8/J consumption, 383-86; and late 
of interest, 385, 387, 411; govern- 

ment, 386-87;' supply of, 411-24; and 
banic reserves, 414-15; quantity of 
money and demand for, 415-16; 

interest on consumption, 421-22; 

“without recourse,*’ 731; agricul- 
tural, 731-33 

Lockout, 701 

Long run, seller’s policy in, 172; 
supply in, 180-81; equilibrium 

under imperfect competition, 213-15 

Losses, 47-48; and profits of corpora- 
tions, 446-49 

Machinery, and large-scale produc- 
tion, 63 


Maintenance of membeisbip, clause in 
union contiacts, 700 
Management, impo tance in laj;ge- 
scale production, 61-63; and small- 
scale production, 65 
See also Entrcpieneur 
Marginal cost, 162-66, 168-70, 395-96, 
398; curve of, 165, 168-70; related to 
supply under constant costs, 178-79 
Marginal productivity, of labor, 427- 
29; a limit #to wage rates, 429-432; 
importance in fixing wages, 436-37; 
defined, 167; under imperfect com- 
petition, 194-®.. 

Marginal revenue, 167-172, 194-200 
Marginal utility, defined, 127-128; 
measurement of, 128-32; curve of, 
131-32; law of, 132-33; of durable 
goods, 133; relation to demand, 133- 
35; balancing of, by consumers, 144- 
15; dependence upon scarcity, 146; 
of money and progressive taxation, 
4»7-90 

Margin of cultivation, intensive and 
extensive, on urban lands, 37; de- 
fined, 400; extensive, 400; intensive, 
400 

Market, defined, 90-91; free, 91; d'dlr- 
ing the. 111; retail egg, 119-22; 
classification of types of, 224-25; 
money, 414; foreign, 778-79; quotas, 
733-34, 737 

Markets, classification of, 192; prices 
of same good in different, 242-43 
Matured economy, explanation of busi- 
ness cycle by theory of, 629-31 
Marx, Karl, 801-806 
Mediation, 708-10 

Mercantilism, 75-76, 572-73; economic 
nationalism an aim of, 596; in- 
fluence on tariff treaties, 603-604; 
and favorable balance of trade, 598 
Mergers, 770, 773 

Miller-Tydings Act of 1937, 781-82, 
786-87 

Minimum wage laws, state, 672; con- 
stitutionality of, 672; appraisal of, 
673-74 

Mining, increasing costs in, 177 
Monetary problems, contemporary in- 
tqrnational, 575-94 

Money, defiited, 15, 253; primitive, 
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252; chaiactcristics I)f, 252-53; prin- 
ciples of, 252-78; a medium of ex- 
253-54^ a standard of value, 
254; a store of value, 254; oovern- 
ment control of, 254-59; standard, 
256-57: ii redeemable, 257; classifica- 
tion of, 257-58; representative, 257, 
260; credit, 258; token, 258; ideal 
qualities of, 259-60; gold and the 
value of, 260-61; bimetallic, 263-67: 
lii^story of American, 270-78; Ameri- 
can stock of ^5, 277-78; American, 
in circulation, 277-78; “lawful,” 316; 
value of, 353-54; an^ prices, 353-73; 
variations in value of, 354; effect of 
tiad^ on- value of, 361; effect of 
quantity on value of, 361-63; veloc- 
ity of circulation of, 363; forces de;i 
termin^ig value of, 363-66; quantity 
theory of, 363-66; effects of fluctuat- 
ing value of, 367; managed, 368-70; 
and control of business cycle, 368- 
73; stable, 368-73; one hundieal per 
cent, 371-72; rate of interest and 
quantiiv of, 414-16; in communist 
societ), 814; in Russia, 825 
Moiie) economy, 88 
Money system, standard, 257-60; ir- 
redeemalile, 257; of Great Britain, 
580-82 

Monopoly, 192, 226, 769; and combina- 
tion, 72; and competition, 226-27; 
and imperfect competition, 227-28; 
and the public interest, 228; cur- 
tailment of, 638; government regula- 
tion of, 770-79 

Monopolistic industry. See Monopoly 
Moratoria, of international indebted- 
ness, 585-86; on farm mortgage 
debt, 726 

Motor carriers, 748-49, 768 
Mutual savings banks, number and 
importance, 351 

National bank notes, 315-16 
National banks, 315-18; notes of, 315- 
16;* members of federal reseive, 319- 
21; and branch banking, 333-34, 
338-39; capital requirements of, 339- 
40; loans of, on real estate, 349; 
statistics of, ,351 

National Credit Corpotation, 341—42 


National Housing act, 345; real estate 
loans unde 349 

ational Industrial Conference Boatd, 
On wages of women, 670 
National Industrial Recoveiy Act, 654, 
780-83; a’Tid child labor, 665; mini- 
mum wage provisions of codes of, 
672; and company unions, 691; set- 
tlement of laf^or disputes under, 708; 
objectives of, 782-83; and wages. 
782-83; effects ol, 782-83; uncon- 
stitutional! ty of, 782-83; labor pia- 
visions of 782-83 

Nationalism, economic, and the pro- 
tective tariff, 595-613; nature of 
economic, 596; economic, during 
Second World War, 612; in Russia, 
819 

National Labor Relations Act, 688-89, 
708; amended by Labor Manage- 
ment Relations Act, 690; effect on 
compasiy unions, 691; collecti e bar- 
gaining provisions of, 697-98 
See also L^ibor Management Rela- 
tions Act 

NatJbnal Mediatidh Board, 709-10 
Net piofit, 53; from operations, 52 
Newlands act, 709 

New l^ork Stock Exchange, 96-97, 174; 

price determination on, 102-12 
New Zealand, compulsory arbitration 
in, 714-18 

Notes, promissory, 284-95; proheeds of, 
286; endorsed, 287; secured or un- 
secured, 287; bank, 306-308; 
banks, compared with deposit SW 
307; federal reseive, 308, 322-24 
See also Bank notes; Discount 

Oligopoly, 191-92 

One hundred per cent money, 3^-72 

Parity, and income, 725, 7^ i-42; price, 
728-29; payments, 733 
Partnership, 36-38; unlimited lia- 
bility of, 37, 37n 
Patents, 789 

Payrolls, index of factory, 618; tax on, 
658-59 

Pensions, for aged, 674-75 
Picketing, 705-706 



INDEX 


854 

Planned economy, in Russia, 819-21: 
^jiidgm«nt of, 831-32 
Planning, undei NIRA, 783 
Pool, a monopoly device, 772 
Population, influence of taxation on 
location of, 500 

Pound, sterling, stabiliz3:tion of, 580- 
82 

Power, and large-scale production, 63 
Preferred stock, 42 
Present worth, 233-34 
Ffice, defined, 15; distinguished from 
value, 15-16; not determined by 
profits, 50: and control of produc- 
tion, 84-85; consumers’ influence on, 
85, 90; determined by bargaining, 
87; and the market, 88-99; “jus%” 
89; legal determination of, 89; cus- 
tomary, 89-90; quoted bv seller, 98; 
quoted by buyer, 99; and demand, 
102-103, 118-19; determination of, 
under pure competition, lOS^-12; ^ind 
supply, 106-107, 118-19, 175-80; 

equilibrium, 111-12: basic law of 
change in, 122; marginal utility and, 
145-46; anomalief resolved, 14!Mi6: 
and dem^d under imperfect com- 
petition, 192-94; under imperfect 
competition and monopoly, ?U-28; 
determination under imperfect cofti- 
petition, 212-23; and output under 
imperfect competition, 217-19; cut- 
ting of, 218-19; agreements, 219, 
221; “leadersnip,” 219; control of 
monopolist over, 226-28; discouut 
'^.Tid laws of, 238-40, of same good 
in different markets, 242-43; rates 
of interest, wages, rent and, 377-78; 
in agriculture, 396; relation of rent 
to, 404-t)5; parity, 728-29, 733, 741- 
42; ‘"floars*’ and “ceilings,” 738-40; 
prOTiibition of discrimination in, 
777, 786 

Price conti 1, 727; safeguards against 
price cutting under imperfect com- 
petition, 219; economic obstacles to, 
219-21 

Price level, 355-73, 727; measured by 
index numbers, 355-59; forces de- 
termining, 363; quantity of money 
and, 364-70; income and fluctua- 
tions of, 367; and business cycle. 


3G8-73; and demand for loans, 415- 
16: and exchange, 566, 566n; effeci 
of gold movement Ein, 566; and ffild 
imports, 572; measurement for pur- 
chasing power par of exchange, 579; 
stability of domestic, 583-84; and 
purchasing power par of exchange, 
777 

Price lelatives, 355-59 
Prices, interrelationship of, 231-50; of 
competing goods, 243-44; of pom- 
UJementary goods, 24^1, of competing 
cost goods, 244-45; of joint cost 
goods, 245; oij landem goods,” 245- 
46; and money, 353-73; fluctuations 
of, 353-73; international, ,539-40; 
and stable economy, 638; in agri- 
culture, 721-23, 725-28, 731, 738-42 
See also Competitive price;^ Price 
Private property, 78; socialist criticism 
of, 797-800 

Processing taxes, 729-30 
Prod^iction, 18-33; nature of, 18-19; 
defined, 19-20; factors of, 20; direct, 
21-22; indirect, or roundabout, 22; 
factois of, no corresponding class di- 
vision, 27; the standard of living 
and large-scale, 56-57; and giowfh 
of capital, 57-59; place of small 
scale, 64-65; control of, 75, 84-87, 
motive for, 83-84; to order, 155; for 
a general market, 155; effect of costs 
on, 171-72; price cutting and mar- 
ginal, 220-21; distribution in the 
process of, 376-77; business demand 
for factors of, 378-81; control of 
agricultural, 729, 731, 740; of agri- 
cultural products during Second 
World War, 740; socialist criticism 
of, 798-810, 803-804; evaluation of 
present system of, 831-32 
See also Business cycle 
Production, large-scale. See Large-scale 
pioduction 

Productive factors, demand for, 37 1-92 
Profit and loss statement, 51-54, 411- 
42 

Profit, net, 51-52 

Profits, 441-51; concealing through 
stock-watering, 50-51; under im- 
perfect competition, 197-^; defined, 
376, 443; an?l risk, 392; nature of. 
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392; a icsidual inctoe, 443-44; pro- 
moter’s, 445-46; accrue to owners, 
*<4,6; and lossesctof corporations, 446- 
49; and risk, 445-50; effect qf com- 
petition on, 449-50; criticism of, 
450-51; savings of, 790-91 
Piogressive taxation, 492-96; use to 
effect proportional taxation, 497-98; 
and marginal utility of money, 486- 
92 

Sejg also Taxation 

Promotion, <i%4;iew incftistries^ 445-6 
Property, defined, 11; division of, 11- 
12; in free persoJj^ 12-13; distin- 
guished from wealth, 13, evidence of, 
13-14; and capital, 232-33; valua- 
tion of, 249-50, 463-66; taxable, 463- 
64; under-valuation and its effect oa 
taxatiqji, 465-66; confusion with 
wealth in property tax, 466 
See also Private property 
Property account, explained, 45-49; 
surplus in, 46-47 

Pioperty tax. See General property tax 
Proportional taxation, 497-98 
Proportionality, law of, 438-40 
Prosperity, in business c>cle, 622-24; 
Ifmiting factors in, 623; to save and 
spend, 629-30 

Protection, defined, 474; in Great 
Biitain, 476, 603; in United States, 
476-77; non-fiscal taxation, 505; 
pros and cons of, 596-611 
See also Customs tariff; Protective 
tariff 

Protective tariff, 596-611; economic 
effects of, 473-75; fiscal weakness of, 
476-77; and economic nationalism, 
595-613; gold argument for, 598; 
favorable balance of trade argument 
for, 598; added industiy aigiiment, 
599-600; and wages, 600-601; wages 
and labor cost, 601; alleged danger 
of withdrawing, 601-602; alleged 
saving in transportation cost, 602- 
603; alleged need to meet tariffs of 
other nations, 603-604; alleged gain 
from injuring otlfer nations, 604; 
territorial unit for, 604-605; bene- 
fits of foreign competition, 605; 
necessity'* of gradual reductiq^i of, 
. 606; temporary protection, 606; in- 
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fant industry protection, 606-607; 
use against/^ dumping, 607-^08; mui- 
J;ary reasons '®for, 609-610; bounties 
compared with, '610-11; ship sub- 
sidies compared with, 611; preferen- 
tial arrangements in, 611; British 
preferential arrangements in, 611; 
U. S. reciprocal trade agreements, 
611-12; International Confeience on 
Trade and Employment, 611-12; and 
stable economy, 639 
Public finance, American, 508-30 
Public utilities, Jegal determinations 
of rates of, 89; valuation of, 249- 
50 

Public Utility Holding Company Act 
«of 1935, 771-72 

Public works, and unemployment,* 
653-55; ^program of the United 
States, 654-55 
*‘Pump-priming,” 632-33 
Put^phaskig power "par, control^f ex- 
change rates with respect to, 579 
Pure competi4jion, 100-101, 186, 192 
See also Competition; Free economy 

Railroads, early development of, 746- 
48; gro'ivth of, 746-48; topographical 
limitations of, 746-48, costs of, 749- 
52; and labor costs, 750; government 
regulation of, 753-54; geography 
and rate competition of, 756-57 
Railroad rates, 754-67: bargaining of 
shippe?7S, 758; determination of 
specific, 758; “class,” 759 
Railway Labor Act, 709-10 
Rationing, by price, 86 
Real estate, loans by banks on, 349; 
taxation of, 467-68 

Recession, in business cycle, * 617, 624- 
25 

Reciprocal trade agreements oiT the 
U. S., 611-12 

Reconstruction Finance ^rporation, 
341-43 

Recovery, under A^iA, 731-32; under 
NIRA, 783 

Rediscount, by federal reserve banks, 
321-22 

Reform, status of monetary, 372; to 
eliminate rent, 407-408; of profit 
system, 450 
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Rjslief, of unemployment by labor 
unions 655-56; state and local, 66t5j 
Ghent system of unefiiployment, 656 
Rent, economic, 374-75, 393-468; rates 
of, 377-78; explicit and implicit, 392, 
397-98, 442-43; in agrcSltuie, 394-^ 
401; relation to prices^ 396, 404-405; 
and producer’s surplus, 396-97; of 
urban lands, 401-40|; site, 401; and 
land value, 403-404; quasi-, 405-406; 
distinguished from other income, 
~406; taxation of, 407-408; shifting of 
tax on, 480-81 

Representative money, 257, 260, 262, 
267 

Research, and large-scale production, 
63 

•Reserve, bank, 300-305; function of 
bank, 300-5*01 

Reserve ratios, control of bank, 301- 
306 

Resert^js, problem of national bjtnk, 
317-18; centralized bank, 318; of 
federal reserve banksr 326-27; cen- 
tralized, 326-27; mobile, 327; of 
banks and rate o interest, 415 16 
Restrictive practices, of producers, 637; 

of labor, 636, 700-701 
Revenue. See Marginal revenu 
Revenues, of U. S. government, 527^30 
See also Government revenues 
Revival, in business cycle, 616; causes 
of bittiness, 621-22; and prosperity, 
621-22 

4lhk, 26; of security holders, 44; amd 
inrrest, 417-18; pi6fit and, 441-51; 
nature of business, 444; reducing of, 
444 ^ 

Robinson-Patman Act of 1936, 786 
Russia, government regulation in, 75 

Sales*' projblem, immediate, 156, 175; 

remote, 156, 1^5 
Sales proil!;rdon, 205-207 
Sales tax, 473 

Saving, 23-25; and interest rate, 413- 
14; over-, 423; source of capital for- 
mation, 410-11; incentives for, 411- 
12 

Savings, by individuals, 411-12; cor- 
porate, 412--I3; alleged increase in, 
629-31; in Russia, 824, 830-31 


Seasonal variatidh, 615-16 
Secular trend, 615 
Securities act of 193Jt, 771 
Securities act of 1934, 771 
Securities, regulation of issue of, 771 
Seigniorage, defined, 275n 
Seller’s policy, under imperfect com- 
petition, 186-208 

Sellers, and their costs, 154-66; agi ce- 
ments by, 219 

Sherman Antitrust Act of 1890,^762, 
'^0, ;774-7B 

Shifting and incidence, ol taxation, 
479-81 

Short run, seller’s policy in, 171; sales 
problem, 175; supply in, J80-81; 
equilibrium under imperfect com- 
petition, 212-13 

Silver, why used as mone^^ 259-60; 
ratio of, to gold under bimetallism, 
263-64; as standard money, 263-67; 
domestic purchases of, 274-76; fed- 
eral government’s stock of, 275, 277- 
78; London conference’s agreement 
concerning, 274; Thomas amend- 
ment and, 274; nationalization of, 
275; ratio of, to gold held by U. S, 
Treasury, 275; act of June, 19^4, 
concerning purchase of, 275 
Silver certificates. United States, 275 
Single tax, 408 
“Sit-down” strike, 706 
Socialism, 796-832; hostility to free 
enterprise, 81; programs of, 797, 
806-807; theoretical bases of, 797-98; 
defined, 798; guild, 806; state. 806; 
tactics, 807-809; political action of, 
808-809; appraisal of, 809-12: capi- 
tal formation under, 812 
See also Communism; Fascism 
Social Security Act, 649-50, 658-60, 
675-77 

Soil conservation, in agriculture, 732- 
33, 736-37 

Soil Conservation and Domestic Allot- 
ment Act of 1936, 732 
Soil Conservation Seivice, 736 
Specialization, and small-scale produc- 
tion, 65; within combination, 69: 
weaknesses of, within combination, 
72i|74; causes of regional, 532: gain 
from, 532-35 
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Spending, during 1^930’$, 629-37; gov- 
eminent deficit, 630 
St^eading the iwoik, 642 
Stabilization fund, for foi^ign ex 
change, 369-70, 58^ 

Stabilized dollar, 370 

Standard of living, rise of the, 56-57; 

relation to wage rates, 432 
Standardization, a pierequisite of 
large-scale production, 61 
Standard money, 257 
See also Is^pney 

State banks, number and importance, 
351 

See also Banks 
Steagall amendment, 739 
'‘Sterling area,” 588-89 
Stock, common, 42; dividends on, i2; 
preferred, 42-43; cumulative pre- 
ferred, 42; noncumulative preferred, 
42; participating preferred, 42-43; 
and bonds compared, 44; par value, 
48; book value, 48; market^ value, 
48—19; watered, 50-51 
See also Capital stock 
Stock di^idends, 49-50 
Strikes, “sit-down,” 686, 706; of labor 
unions, 701-706, statistics of U. S., 

702- 703; sympathetic and general, 

703- 704; legal status of, 705-706; de- 
vices to prevent or settle, 706-718 

Subsidies, ship, 11 

Substitutes, relation to competition 
and monopoly, 227 

Supply, 167-84; control by rationing, 
86-87; and price, 106-107; schedule 
of, 107-108; and demand together, 
107-11; effect of decreased, 111-12, 
118-19; effect of increased, 111-12, 
118-19; laws of demand and, 111-12; 
two possible meanings, 114-15; effect 
of changes on price and quantity 
exchanged on demand and, 115-19; 
governed by cost, 156-57; relation 
of marginal cost curve to curve of, 
168-70; under competition, 168-84; 
individual, 172-73; defined, 173; and 
stock, 174-75; lair of, 180; long-run 
and short-run, 180; elasticity of, 181- 
82; discount partly determines, 238- 
40; of loan funds, 411-14; qf labor, 
426-27 
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Supreme Couit, and child labor leg,fs- 
lation, 66^; and National^ Labor Re- 
lations act? 689; and compulsory 
arbitration, 715-16 

Surplus, in property account, 46-47; 
producer’s, 396-97, 401; government, 
455; commodity, 736 
Syndicalists, 806 

“Tandem goods,” prices of, 245-46 
Tangible peisonal property, taxation 
of, 467 

Tariff, pr^otecti^e, 473-77; prohibitive, 
474-75; revenue, 476-77 
See also Protective tariff 
Thky defined, 456; distinguished from 
y fees, 456-57; object or base of, 458; 
immediate payer oJ, 458; subject of, 
458; souice of, 458 

Taxation, valuation in, 249; character- 
istics of, 456; shifting and incidence 
,of, 458; direct, ^58-59; indije^ct, 458- 
59; technical definitions, 458-59; 
proportional, 459, 497-98; pro- 

gressive, 45^61, 492-96; regressive, 
460, 497-98; degressive, 460; prin- 
ciple forms of, 461;- escape from, 
465-66; double, 466, 492; of cor- 
pci'a lions, 466-67, 494; principles of, 
482-507; an attribute of sovereignty, 
482-83; powers of, 482-84; purpose 
of, 484; quid pro quo of, 484-85; dis- 
tribution of burden of, 485^86; bene- 
fit pinciple of, 48o; cost principle 
of, 486; ability to pay principle 
486-91; the?OTes of sacrifice- f,*1^7- 
91; and rule of equity, 492; ability 
to pay and progressive, 493; revenue 
aspects of progressive, 495-96; a 
neutral system of, 496-f9; ability to 
pay and proportional, 498; tax le^j: 
lation and theories of, 4^9; c.vraterai 
effects of, 499-5^; and geographical 
shifting of industry, =30; effect of 
foim of, 500; effect on business ex- 
pendituies, 500-^1; effect on loca- 
tion of population, 500; effect on 
charitable contributions, 501; “in- 
centive,” 502; effect on industry, 502; 
effect on business opportunity, 502*- 
503; effect of heavy, 503; cost of 
compliance with laws of, 504; non- 
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fiscal, 504-505: and Constitution of 
fenited ^tates, 506-507’ federal ex- 
cise, 515-17; of payrolls, 658-59 
See also Income tax; Tariff; Taxes 

Taxes, apportionment of, 462-63: iti- 
come, 469-72; consumption, 472-77; 
excise, 412-1 S, 515-17; sties, 473; in- 
heritance, 477-78; estate, 477-78; 
death, 411-1 S] business, 478-79; 
license, 478; poll, 479; capitalization 
of, 481; progressive, 492-96; sump- 
ttJary, 504-505; processing, 129-BO, 
732 

Tax rates, relation of, to base, 459-60; 
progressive, 459-61; determination of 
pioperty, 462-63; and income, ^69, 
471 

Technological change, and unemploy- 
ment, 643-45 

Time preference, 383-86, 410-11; and 
insurance, 384, 384n; rate of, 385; 
and -f^orrowing lOr consueiptic^n, 
385-86; and capital formation, 410- 
11 * 

Trade, gain resulting trom, 136-37; 
effect of, on value money, 361;»in- 
terregional,T> 5,3 1-54; bases of inter- 
regional, 531-32; multilateral, 537- 
38, 552; bilateral, 538-39, 54Sr and 
international prices, 539-40; world?, 
541^42; United States foreign, 542- 
48; government control of, 548-49; 
‘'favorable*’ and “unfavorable” bal- 
ances of, 570-73; governmenf' action 
^to correct unfavorable balances of„. 

restrictions oup international, 
595-97, 771, 777-79; use of protec- 
tive tariff with state controlled, 609; 
restriction during Second World 
War of f<J^eign, 612; foreign export, 
A1^19 

See -'also Exports; Imports; Free 
Trade 

Trade Agrecnfnts act of 1934. 611 

Trade Union. See Labor union 

Transfer, defined, T? 

Transportation, 744-68; economics of, 
744; and topographic factots, 744- 
49; canal_^system of, 745-46; railroad 
system ot, 746-48; highway system 
of, 748-49; cost of, 749-52; and com- 
petition between carriers, 752-58; 


government regulation of, 753-^54, 
I 762; and rate associations, 760-62 
place of the variouifc forms of, 76> 
68 

Transportation act of 1920, 708, 76 fr- 

ee 

Transportation act of 1933, 765-67 
Transportation rates, competition in, 
755-58; “comniiodity,” 759-60; dis- 
crimination in, 760; process of set- 
ting, 760-62; government regulation 
of. 762-66; bJjsic stancbffr'ds for, 763- 
64; general level of, ’764-67 
Tripartite agreement, 589-90 
Trusts, legislation against, in U. S., 
770-71, 772-79; history of, in ^U. S., 
772-73; defined, 772-73n; limitation 
nt laws against, 775-77 
T>ing contract, 775 

“Unearned increment,” 407 
See also Rent 

Unemployment, 640-60; meaning of, 
640; extent of, 640-^2; causes of, 
642-46; technological, 643-45; sea- 
sonal, 645-46; cyclical, 646; remedies 
for, 648-55; insurance against, 655- 
60 

See also Employment 
Unemployment insurance, in Great 
Britain, 656-58; in U. S., 658-60; 
state laws, 658-60 

Unfail labor practices, 688, 690: and 
company unions, 691 
Union. See Company unions; Labor 
unions 

United Mine Workers, 685, 694 
Union shop, 700 

United States Steel Corporation, 71- 
73, 686 

Usury, laws of, 422 

Utility, defined, 6-7, 127; creation of, 
18-19; forms of, 19; subjectively 
viewed, 126-27 
See also Mai'ginal utility 

Variable cost. See Cost 
Valuation, in accounting, 247-48; pub- 
lic utility, 248-49; tax, 249-50; of 
property. 463-66 

Value, ihe common unit of measure, 
14; defined, i5, 16, 353n; distin- 
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giiishetr from priae, 15-16; book, 48; 
par, 48; market, 48-49; practical 
^aspects of theory of, 246-50; money 
a stnhdard of, 353-55; of money, 
353-55; of agricultural lana, 737-38 

rVages, 425-40; defined, 4, 375; rate of, 
7, 377-78; implicit, 392; differences 
among groups -of workers, 425; 
forces determining, 425-29; law of, 
427-28, 673-74; bas^d on discounted 
margin %1 produ^^tivityi 427-29; 
sphere of bargaining in, 429-32; and 
bargaining powei' of workers, 430- 
32; individual variations in, 432-33; 
geographical variations in, 433-34; 
of self-employed workers, 435; of 
non-business workers, 435-36; and 
the control of social classes, 437-38; 
and protection, 600-601; and flexi- 
bility of employment, 651; lag in 
adjustment of, 651; of women and 
children, 670-71; under Fair Labor 
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Sti^ndards Act, 672-73; legal mijn 
mum, 672.-73; in Russia 823 
Wages of management, 442-43; and 
inteiest, 418 

\Vagnei -Peyser act, 649-50 
Wants, P ; without limit, 3-4; limited 
means fo,. satisfying, 4 
War Labor Board, 716-17 
Watson-Parker act, 708 
Wealth, defined, 7-9; measurement of, 
10; distinguished from income, 10; 
distinguished from property, 13* 
production 19; confused with 
property in taxation, 380-81; gold 
and U, S., 599 
jee also Distribution 
Webb-Pomerene act x>f 1918, 778-79 
Wheat, pioduction and prices, 721-22, 
728-32 

Wheeler-j.ea act of 1938, 778, 780 
Woman labor, 667-71; extent and 
char: :ter of, ^68-69; 
power of, 670-71; wages of, 670-71 



